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The tradingrelationshipbetween Canadaand the United States represents the
largest bilateralflow of goods and services in the world. Notwithstanding this
significant trade relationship and the obligations of non-discrimination assumed under trade agreements, both countries boast tax legislation that may
negatively impact the competitive position of service providers of the other
country. This article examines some of these tax measures and compares the tax
treatment of nonresident service providers performing services in the other
country to the tax treatment of domestic service providers. The article also
considers the tax treatment of the domestic entity hiring the service provider.
The article begins with a short overview of the commitments made in the World
Trade OrganizationAgreement and in the North American Free Trade Agreement with respect to non-discriminationand, in particular,to most-favourednation treatment and nationaltreatment. The article also presents the articles of
the Canada-US.Income Tax Treaty that most affect cross-borderservice providers,
including the recently signed Ffth Protocol that will have a significant impact.
Selected provisions and administrativepractices of Canadian and U.S. taxing
regimes are then examined as to the potential impact on the competi[Vol. 40
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tive position of cross-border service providers. The article ends with a proposal to
remove some of the current tax obstacles for service providers supplying services
between Canadaand the United States, and with a brieflook at the broaderquestion
of whether more enhanced tax cooperationmight better serve the needs ofCanadaand
the United States in this area.
This article will be of interest to those who advise cross-borderservice providers
as well as to those with a broader interest in how tax and trade agreements
potentially affect them.
I.

OVERVIEW

Canada and the United States are each other's largest trading
partners.1 Through NAFTA, they also form, along with Mexico, the
largest free trade block in the world.2 An important part of that trade is
trade in services, which in large measure has been facilitated by trade
agreements. Beginning with the Free Trade Agreement, 3 signed in
1988, the North American Free Trade Agreement (NAFTA), 4 signed
in 1992, and the World Trade Organization (WTO) Agreement,5
signed in 1994, both Canada and the United States have committed to
reducing non-tariff barriers to trade in services between the two countries and to facilitate conditions of fair competition. 6 This includes significant commitments with respect to most-favoured-nation
(MFN) treatment and national treatment (NT) for each other's service
providers .7

1. News Release, Natural Resources Canada, Backgrounder, Canada #1 Supplier of Oil,
Natural Gas to U.S. (April 18, 2007) (on file with author), available at http://www.
nrcan-mcan.gc.ca/media/newcom/2007/200732a-eng.php ("Canada and the U.S. are each other's largest trading partner, with U.S. $1.5 billion in goods and services crossing the Canada-U.S.
border every day.").
2. See Foreign Affairs and International Trade Canada, The North American Free Trade
Agreement, Canada and the North American Free Trade Agreement, http://www.dfait-maeci.
gc.ca/nafta-alena/menu-en.asp (last visited Oct. 17, 2008).
3. Canada-United States Free Trade Agreement, U.S.-Can., Jan. 2, 1988, 27 I.L.M. 281, 399
(entered into forceJanuary 1, 1989).
4. North American Free Trade Agreement, U.S.-Can.-Mex., Dec. 17, 1992, 32 I.L.M. 289, 310,
annex 302.2 (entered into forceJanuary 1, 1994) [hereinafter NAFrA].
5. General Agreement on Tariffs and Trade: Multilateral Trade Negotiations Final Act
Embodying the Results of the Uruguay Round of Multilateral Trade Negotiations, Apr. 15, 1994,
33 I.L.M. 1125 (1994) [hereinafter WTO Agreement].
6. Canada-United States Free Trade Agreement, supra note 3; NAFTA, supra note 4; WTO
Agreement, supranote 5.
7. Most-favoured-nation treatment (MFN) is the principle under which a state must treat all
states with which it has trade agreements equally. National treatment (NT) is the principle under
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The potential benefits of these trade commitments to service providers may, however, be significantly undercut by broad exceptions for
direct taxation measures, 8 which include matters involving potential
tax discrimination. 9 The result is that differences in tax treatment
between resident and nonresident service providers are entirely permissible under both tax and trade agreements, including measures that
may negatively impact the cross-border service provider's ability to
compete.10
The issue of differences in tax treatment, particularly if those differences impact the ability of service providers to effectively compete in
the other country, is especially important when examined against the
reality that the domestic tax regimes in both Canada and the United
States are rife with tax provisions that differentiate between resident
and nonresident aliens, domestic and foreign corporations, and domestic and foreign activities. 1 ' Of specific importance to service providers
may be a growing trend by both governments to enact tax legislation
that might be regarded as protectionist or discriminatory. 1 2 Obvious
examples in this regard are the findings by the WTO of trade violations
by the United States in their tax legislation with the ultimate enactment
of the American Jobs Creation Act in 2004.13 Canada for its part has
enacted legislation that provides both better tax rates and tax incentives 4for Canadian-controlled businesses and Canadian resident taxpay1
ers.
Tax legislation is not the only factor that may affect conditions of
competition. Administrative practices may also negatively impact cross-

which a state agrees to treat imported goods as equal with domestic goods. See WTO Agreement,
supra note 5. See also World Trade Organization, Principles of the Trading System, http://
www.wto.org/English/thewtoe/whatis-e/ti]Le/fact2_e.htm

(last visited Sept. 30, 2007).

8. As referred to in this paper, direct taxes include all taxes on income and capital, such as
personal or individual income taxes, corporate income taxes, capital gains taxes, and wealth taxes.
Other taxes, such as taxes on the supply of goods, sales, turnover taxes or excise duties, will also
affect cross-border service suppliers.
9. See NAFrA, supra note 4, art. 2103; General Agreement on Trade and Services, Final Act
Embodying the Results of the Uruguay Round of Multilateral Trade Negotiations, Apr. 15, 1994,
33 I.L.M. 44, arts. XIV(d) and XXII(3) [hereinafter GATS].
10. See discussion infra Part III.
11. See, e.g., GATS, supra note 9, art. XIV(d); see discussion infra Part Ill.
12. See discussion infra Part III.

13. See generally, Staff ofJoint Comm. on Taxation, 106th Cong., General Explanation of Tax
Legislation Enacted in the 106th Congress (Comm. Print 2001).
14. Income Tax Act, R.S.C., ch. 1, §§ 110.6(a), 248(1) (5th Supp. 1985) [hereinafter ITA]
(defining "Qualified Small Business Corporation Share" and "Small Business Corporation").
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border service providers. 15 The taxing agencies of both Canada and the
United States are given broad discretion in establishing administrative

practices that can increase the impact of tax provisions already negatively affecting a cross-border service provider. It is no surprise that the
imposition of gross withholding taxes 1 6 on nonresident service fees may
interferewith the ability of the service supplier to do business in the other

country. Conversely, the ability to secure a waiver or exemption from
tax liability in
withholding tax in circumstances where there is no ultimate
17
the other country will clearly benefit the service provider.

Further, administrative practices are also subject to sudden change.
For example, the Canada Revenue Agency (CRA)' 8 abruptly changed
its administrative policy in late 2003 regarding the amount and method
of withholding for fees paid to nonresident directors of Canadian corpora-

tions.' 9 Few would question the CRA's right to make this change. No
specific trade commitments extend to administrative practices other
than that the practices must not constitute "arbitrary or unjustifiable
discrimination" 20 or a "disguised restriction on trade in services. "2 However, because issues with respect to direct taxation largely fall outside
the discipline of trade agreements, no international regulatory framework exists within which such administrative practices are monitored.2 2
Tax measures will impact the competitive position of cross-border
service providers. An important question, assuming that differences in
tax treatment remain permissible despite commitments to non-

15. See, e.g., Income Tax Regulations, C.R.C., ch. 945, § 105 [hereinafter Regulations]
(withholding taxes and the waiver process).
16. "Gross withholding taxes" is defined in VERN KRISHNA, Ti

FUNDAMENTALS OF CANADtAN

INCOME TAx 1725 (8th ed. 2004) ("In international tax law, a withholding tax is a tax levied by the
country in which income arises (the source country) at a flat rate on the gross amount of the
income paid by a resident of the country to a nonresident. The tax is usually collected by the
resident taxpayer and remitted to the government on behalf of the nonresident person.").
17. The service provider will be able to save money up front for use in other ways and help
reduce cash flow issues in terms of payments it may have to make.
18. See Canada Revenue Agency, About the Canada Revenue Agency (CRA), http://www.
cra-arc.gc.ca/agency/menu-e.html (last visited November 2, 2008).
19. Nonresident Directors' Fees, CANADtAN TAX HIGHUGHTS (Canadian Tax Foundation), Feb.

2004, available at http://www.ctf.ca/articles/News.asp?articleID=2270 (last visited Oct. 27,
2008).
20. GATS, supra note 9, art. XIV.
21. Id.
22. The Organisation for Economic Co-operation and Development (OECD) has issued
general guidelines for bilateral tax treaties. See OECD, http://www.oecd.org (last visited Oct. 20,
2008). However, the actual treaties are monitored, if at all, by the individual state signatories to
each bilateral tax treaty leaving their administration completely up to the parties.
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discrimination made in trade agreements, is whether the potentially
negative impact of such tax measures on cross-border service providers
is acceptable in the context of the trade relationship between Canada
and the United States. Put differently, is it time for Canada and the
United States as trade partners to re-examine the question of what
should be permissible and what should be considered tax discrimination in the trade in services?2"
This article answers these questions. It begins with an outline of the
commitments to non-discrimination made by Canada and the United
States in the WTO and the NAFTA Agreements with respect to nonresident and non-national service providers. These provide a benchmark
against which to measure the extent of trade commitments to nondiscrimination in trade in services. The article then considers the
24
articles of the Canada-U.S. Income Tax Treaty (Canada-U.S. Treaty)
that most impact cross-border service providers and the extent to which
these provide protection against tax discrimination. The article next
examines Canadian and U.S. federal tax legislation and administrative
practices through a series of hypotheticals. As will be seen, in most
cases, differences in tax treatment based on statutory provisions, including those that prima facie violate the NT and MFN treatment obligations adopted in trade agreements, are permissible under exceptions
provided in those agreements. The answer is not always as obvious with
respect to administrative practices. The article also considers whether
additional steps should be taken to respond to the challenge of
differences in tax treatment that may negatively impact the ability of
service providers to compete in each other's markets, especially given

23. SeeAlvin C. Warren Jr., Income Tax DiscriminationAgainst InternationalCommerce, 54 TAX L.

REV. 131, 131-46 (2001) (discussing the international tax regime and international trade law as
the principal international contraints on national tax systems).
24. Convention Between the United States of America and Canada with Respect to Taxes on
Income and on Capital, U.S.-Can., Sept. 26, 1980, T.I.A.S. No. 11,087; Protocol Amending the
Convention Between the United State of America and Canada with Respect to Taxes on Income
and on Capital Signed at Washington September 26, 1980, U.S.-Can., June 14, 1983, T.I.A.S. No.
11,087; Second Protocol Amending the Convention Between the United States of America and
Canada with Respect to Taxes on Income and on Capital, U.S.-Can., Mar. 28, 1984, U.S.-Can.,
S. TREATY DOC. NO. 98-7; Revised Protocol Amending the Convention Between the United
States of America and Canada with Respect to Taxes on Income and on Capital, U.S.-Can., Mar.
17, 1995, S. TREATY DOC. NO. 104-4; Protocol Amending the Convention Between the United
States ofAmerica and Canada with Respect to Taxes on Income and on Capital, U.S.-Can.,July 29,
1997, S. TREATY DOC. NO. 105-29 [hereinafter Canada-U.S. Treaty]; Protocol Amending the
Convention Between the United States of America and Canada with Respect to Taxes on Income

and Capital, U.S.-Can., Sept. 21, 2007, S. TREATY Doc. No. 110-15 (ratified Sept. 23, 2008)
[hereinafter Fifth Protocol].
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our role as major trading partners.
II.

THE

MOVE AGAINST DISCRIMINATION IN TRADE IN SERVICES

What was promised: Non-discrimination
Non-discrimination is one of the basic principles of most multina26
25
tional trade agreements and the foundation for the MFN and NT
obligations incorporated into such agreements. The need to include
non-discrimination provisions with respect to trade in services was
acknowledged in both the WTO Agreement and the NAFTA.2 7 The
MFN obligation, as applied to trade in services, requires that a host
country tax foreign service providers from one country no less favorably than those from another. 2 8 The NT obligation requires that the
host country treat foreign service providers and domestic service providers similarly or comparably, including the branches and subsidiaries of
foreign investors. 29 The protection provided by the MFN and NT
provisions in any trade agreement is, however, limited by the exceptions attached to them.3 °
What was not promised:Permissible Tax Discrimination
Canada and the United States undertook significant obligations in
the WTO Agreement and the NAFTA with respect to non-discrimination with respect to each other's service providers and entered into a
bilateral tax treaty. Each of these agreements plays a potentially significant role in the cross trade in services. Both the WTO Agreement and
the NAFTA limit or exclude MFN and NT obligations with respect to
direct taxation.3 1 There are a number of stated reasons for so doing,
ranging from the protection of tax sovereignty 2 to the issue of poten-

25. See supra note 7; see also GATS supranote 9, art. II; NAFTA, supranote 4, art. 1203.
26. See supranote 7; see also GATS supranote 9, art. XXII; NAFTA, supra note 4, art. 1202.
27. See supra notes 25, 26.
28. See supranote 7; see also GATS supranote 9, art. II.
29. See supranote 7; see also GATS supra note 9, art. XXII.
30. The exact nature and scope of these standards depends upon the text in which they
occur. Each treaty and agreement needs to be read in order to determine exactly what protections
are provided by the MFN and NT provisions. For example, MFN treatment may not apply if the
difference in treatment is stipulated in a bilateral tax treaty as that treaty could override the MFN
clause in the GATS. GATS, supranote 9, art. XIV (e).
31. SeeGATS, supra note 9.
32. See GATS, supra note 9, art. XXII (3) (allowing state control over the collection and
administration of its tax system and policies).
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tial "free riders" under already negotiated tax treaties." The signatories did not entirely ignore the possibility of discrimination with respect
to direct taxes. Instead, the trade agreements largely defer to the tax
treaties between individual countries in matters of tax discrimination. 4
In addition, a number of other specific exceptions and exclusions with
respect to tax
measures are included in both the WTO Agreement and
35
the NAFTA.
The United States and Canada signed the current version of the
Canada-U.S. Treaty in 1980. The treaty and its related protocols
entered into force four years later, after it was ratified by the respective
countries. 36 The Canada-U.S. Treaty has been subject to five protocols
with the latest signed in 2007.37 The primary role of the Canada-U.S.
Treaty, as is true of all double taxation agreements, is to limit the
incidences of double taxation while preserving each country's right to
tax certain types of income,3 8 thereby preventing taxes from interfering with the free flow of international trade and investment.3 9 As both
Canada and the United States tax the worldwide income of their
residents, 40 as well as the domestic source income of nonresident
aliens,4 ' double taxation42often results, and this result is relieved under
the Canada-U.S. Treaty.

33. See GATS, infra note 43, art. XIV (e) (providing that "[s]ubject to the requirement that
such measures are not applied in a manner which would constitute a means of arbitrary or
unjustifiable discrimination between countries where like conditions prevail... nothing in this
Agreement shall be construed to prevent the adoption or enforcement by any Member of
measures inconsistent with [the MFN obligation] provided that the difference in treatment is the
result of an agreement on the avoidance of double taxation." This language is intended to lessen
the concern that parties to agreements will piggy-back off of the MFN clause in other agreements
in order to secure a more favourable tax treatment).
34. See, e.g., Canada-U.S. Treaty, supranote 24.
35. See discussion infra Part 11 (A) (2)-(3), (B) (2).
36. Canada-U.S. Treaty, supranote 24.
37. Fifth Protocol, supra note 24.
38. The Preamble to the 1980 Canada-U.S. Tax Treaty states, "[tihe United States of
America and Canada, [d] esiring to conclude a Convention for the avoidance of double taxation
and the prevention of fiscal evasion with respect to taxes on the income and capital, [h]ave agreed
as follows...." Canada-U.S. Treaty, supra note 24, at Preamble.
39. CHARLEs H. GUSTAFSON, ROBERT J. PERONI & RIcHARD CRAWFORD PUGH, TAXATION OF
INTERNATIONAL TRANSAarIONS 11240 (3rd ed. 2006).
40. I.R.C. §§ 1, 11 (d), 61; ITA, supra note 14, § 2. The United States also taxes the worldwide
income of its nonresident citizens.
41. I.R.C. §§ 2 (d), 11 (d), 871 (b), 872 (a), 882 (a); ITA, supra note 14, § 3 and pt. XIII.
42. Canada-U.S. Treaty, supra note 24, art. XXIV. Double taxation occurs where both the
source country and the resident country claim taxing rights over the same income. The domestic
tax laws of both the United States and Canada allow for a deduction or a foreign tax credit for

[Vol. 40

TAX DISCRIMINATION AND TRADE IN SERVICES
A.

GeneralAgreement on Trade in Services

1.

Overview

The General Agreement on Trade in Services (GATS) accord, a
product of the WTO Agreement, is one of the first negotiated attempts
to establish a multilateral understanding and agreement covering trade
and investment in the services sector.4" The final agreement consists of
a framework setting out general multilateral rules governing trade and
investment in services. 44 The GATS applies to all trade in services 45 and
every possible mode of supply.46 Additionally, the GATS contains a series
of annexes and understandings that provide detailed rules with regard to
various types of services such as financial services, air and maritime
transport services, and access to telecommunications networks.47
The scope and coverage of the GATS relies on basic definitions.
Specifically, the GATS applies to measures by Members "affecting"
trade in services. 48 A measure is broadly defined as "any measure by a
Member, whether in the form of a law, regulation, procedure, decision,
administrative action, or any other form."4 9 "Trade in services" is
equally broad and includes the cross-border supply and consumption

foreign taxes paid. See I.R.C. §§ 27(a), 164(a) (1), 275(a) (4) (A), 901(a); ITA, supra note 14,
§§ 20(12), 126.
43. GATS, supranote 9.
44. See generallyHarry G. Broadman, InternationalTrade and Investment in Services: A comparative
Analysis of the NAFTA, 27 INT'L LAW. 623 (1993) (analyzing the services provisions of NAFrA); Mary
E. Footer, The InternationalRegulation of Trade in Services FollowingCompletion of the Uruguay Round,
29 INT'L. LAw. 453 (1995) (reviewing international trade in services after the completion of the
Uruguay Round); William C. Yue, Trade in Services Under GATS and the NAFTA, 863 PLI/Corp 195
(1994) (noting that GATS "reflect[s] a fundamental change in the world economy").
45. GATS, supranote 9, art. 1 (1).
46. Id. art. 1 (2).
47. Id.art. XXIX.
48. Id. part 1, art. 1 (1).
49. See Panel Report, European Communities - Regime for the Importation, Sale and Distributionof
Bananas, para. 7.285, WT/DS27/R (May 22, 1997) (defining the scope of application in the
following terms: "[N] o measures are excluded a priori from the scope of the GATS as defined by
its provisions. The scope of the GATS encompasses any measure of a Member to the extent it
affects the supply of a service regardless of whether such measure directly governs the supply of a
service or whether it regulates other matters but nevertheless affects trade in services"); Appellate
Body Report, European Communities-Regime for the Importation, Sale and Distribution of Bananas,
para. 220, WT/DS27/AB/R (Sept. 25, 1997) (upholding the Panel Report's finding, and also
holding that no provision of the Agreement "suggest[s] a limited scope of application for the
CATS") [hereinafter Appellate Body Report].
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of services," and the cross-border movement of the service suppliers
through the establishment of branches or subsidiaries 1 or in person.5
The commitments by Members with respect to such measures include
both general obligations, which apply directly and automatically to all
Members and service sectors, and specific commitments concerning
NT and market access in designated sectors. 53 These specific commitments are set out in individual country schedules, whose scope may vary
widely between Members. 4
2.

Most-Favoured-Nation Treatment

One of the general obligations assumed under the GATS is a
commitment to MFN treatment toward the service suppliers of other
Members. This means that both Canada and the United States must
"accord immediately and unconditionally to services and service suppliers of any other Party, treatment no less favorable than that 55
it
accords to like services and service suppliers of any other country."
Some deviation from this standard is permitted, provided that the
Member lists such measures in the Annex on Article II Exemptions,
56
and provided that the conditions for such exemptions are met.

50. See GATS, supra note 9, art. I (2) (defining in art. I (2) (a)-(d) four modes for trade in
services. Modes of supply 1 and 2 are, respectively, art. I (2) (a) and art. 1 (2) (b)).
51. Id. art. I (2) (c).
52. Id. art. I (2) (d).
53. The designated sectors vary by Member to the GATS; some common sectors are
transportation and tourism. See GATS, supranote 9; NAFTA, supra note 4, annex 1212.
54. GATS, supra note 9, art. XX.
55. SeeAppellate Body Report, supranote 49, at para. 234 (providing that the WTO Appellate
Body interprets the wording "treatment no less favourable" in art. II, para. 1 broadly to include
both de facto as well as "dejure discrimination").
56. For example, the MFN obligation is disregarded so that "[a] broker-dealer registered
under U.S. law that has its principal place of business in Canada may maintain its required reserves
in a bank in Canada subject to the supervision of Canada." World Trade Organization Financial
Services Commitments and MFN Exceptions, Supplement 3, http://www.wto.org/english/
tratop e/serv_e/financee/finance commitmentse.htm (List of Article II (MFN) Exemptions)
(last visited Oct. 2, 2007). Almost all countries claimed some MIN exemptions in areas such as civil
and maritime aviation, telecommunications, and financial services. All exemptions are subject to
review and should, in principle, last not longer than ten years. Further, the GATS allows groups of
Members to enter into economic integration agreements or to mutually recognize regulatory
standards, certificates, and the like if certain conditions are met. Id. (select from the "Uruguay
Round" column to view each country's implementation schedule). Canada has claimed exemptions for film, video and television co-production, with respect to fishing, banking, trust and
insurance services, air and marine transport, and for certain services related to agriculture. Id.
(scroll to "Canada" and select "GATS/EL/16 (1994)") (providing the exceptions for Canada). See
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In addition to any claimed exemptions for tax measures, the GATS
further limits the MFN obligation with respect to direct tax matters 5 7 if
the obligation was assumed under an international agreement such as a
tax treaty.5 8 As a result, any advantage accorded to a service supplier

from Germany under the Canada-German Income Tax Treaty5 9 need
not be extended to a service supplier who is a tax resident of the United
States.6" Conversely, the costs incurred in attending a foreign convention in Banff, Canada, are fully deductible by a U.S. person but may be
non-deductible by the U.S. person if the meeting is held in Berlin,
Germany. 6 1 The only real limitation to discrimination among foreign
service providers is based on the language in the WTO Agreement. It
provides that Members may not adopt and enforce treaty-based measures inconsistent with the MFN obligation if such measures are
"applied in a manner that would constitute a means of arbitrary or
where like conditions
unjustifiable discrimination between countries
62
trade.
on
restriction
disguised
a
prevail, or
3.

National Treatment

The NT obligation is negotiated under the GATS on a sector-by-

also id. (scroll to "United States" and select "GATS/EL/90, GATS/EL/90/Suppl.1, or GATS/EL/
90/Suppl.2(1994)") (providing exceptions for the United States). See generallyGATS, supranote 9.
57. See GATS, supra note 9, art. XIV n.7 (defining direct taxes within the GATS'as: "all taxes
on total income, on total capital or on elements of income or of capital, including taxes on gains
from the alienation of property, taxes on estates, inheritances and gifts, and taxes on the total
amounts of ages or salaries paid by enterprises, as well as taxes on capital appreciation").
58. See GATS, supra note 9, art. XIV(e) ("[s] ubject to the requirement that such measures are
not applied in a manner which would constitute a means of arbitrary or unjustifiable discrimination between countries where like conditions prevail... nothing in this Agreement shall be
construed to prevent the adoption or enforcement by any Member of measures inconsistent with
the MFN obligation provided that the difference in treatment is the result of an agreement on the
avoidance of double taxation.. .").

59. Convention for the Avoidance of Double Taxation and the Prevention of Fiscal Evasion
with Respect to Taxes, Can.-F.R.GJuly 17, YEAR, S.C 80-81-82-83 c. 156.
60. SeeCanada-U.S. Treaty, supra note 24, art. XXV(2) (including a type of MFN obligation if
the U.S. service provider was in the same circumstances as the service provider from Mexico).
61. See id. art. XXV(9) (providing for the deduction of convention expenses incurred in
Canada to the same extent that such expenses would be deductible if the convention were held in
the United States). The United States limits the deductibility of trade or business expenses
incurred in attending foreign conventions. See I.R.S. Tech. Expl. to art. XXV para. 9; Canada-U.S.
Treaty, supra note 24; I.R.C. § 274(h).
62. GATS, supra note 9, art. XIV.
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sector basis.6" Once committed, a Member may not impose discriminatory measures benefiting domestic services or service suppliers. Specifically, "a Member shall accord to services and service suppliers of any
other Member, in respect of all measures affecting the supply of a
service, treatment 'no less favorable' than that it accords to its own like
services and service suppliers." 6 4 This obligation may be met by providing either formally identical treatment or formally different treatment,
provided it does not modify the conditions of competition in favor of
"like" services or service suppliers of the Member.65
The NT obligation, like the MFN obligation, is also subject to a
number of general exceptions. 66 Of particular significance, any Member may adopt or enforce direct tax measures that are inconsistent with
NT if they do not constitute "arbitrary or unjustifiable discrimination, 67 in
trade in services and "provided that the difference in treatment is aimed at
ensuring the equitable or effective imposition or collection of direct taxes
6
in respect of services or service suppliers of other Member countries.9 8
The meaning of "equitable or effective" is defined in a footnote that
provides illustrations of taxes and tax policies that are excludable from NT
requirements. 69 These illustrations include the right to impose a withholding tax thereby exempting, in principal, Canadian and U.S. tax provisions
that distinguish between resident and nonresident taxpayers with regard
to withholding tax obligations.7"
Like the MFN requirement, the NT obligation in respect of direct tax
matters is largely carved out under the GATS when Members share a
bilateral tax treaty.71 This exception was not without considerable controversy.72 The United States strongly opposed subjecting direct taxation
measures to the NT obligation, and the final GATS agreement reflects a
compromise of sorts. 73 Under the agreement, the non-discrimination
article in existing bilateral tax treaties has primacy over the NT provisions

63. Id. art. XVII. The extension of the NT obligation in any particular sector may be made
subject to conditions and qualifications.
64. Id. art. XIV(1).
65. Id, art. XVII (2)-(3).

66.
67.
68.
69.
70.
71.

Id. art. XIV(3).
Id. art. XIV.
Id. art. XIV(d).
Id. art. XIV, n.6.
Id.
Id. art. XXII(3).

72. WTO Agreement, supranote 5.
73. Tycho H. E. Stahl, Liberalizing InternationalTrade in Services: The Case for Sidestepping the

GAT, 19YALEJ. INT'L L. 405, 429 (1994).
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of GATS 74 in resolving disputes involving tax on services and service

suppliers with respect to measures that fall within the scope of a tax
treaty.75 As a result of this compromise, the ability to challenge any tax
measure as violating the NT obligation, without the consent of the
competent authorities of both the United States and Canada, may be
limited.76
B.

The North American Free Trade Agreement

1. Overview
Chapter 12 of the NAFTA establishes basic rules agreed to by
Canada, Mexico, and the United States for regulating trade in services
both within and across their respective borders. 77 The NAFTA calls for
non-discriminatory treatment in the form of MFN treatment or NT,
whichever is more favorable. 78 MFN treatment is defined as "[e]ach
Party shall accord to service providers of another Party treatment no
less favorable than it accords.., to service providers of [another] Party
or of a non-Party," 79 and NT is defined as "[e] ach party shall accord to
service providers of another Party no less favorable treatment than it
accords... its own service providers." 80 The NAFTA also prohibits a
Party from requiring a local presence to be established "in its territory
as condition for the cross-border provision of a service." 8 1

74. GATS, supra note 9, art. XXII(3).
75. See id. art. XXII(3), n. 12 (providing that if there is a disagreement about whether a
matter falls within the scope of a tax treaty, and the tax treaty was in existence at the time the WTO
Agreement entered into force, one country cannot unilaterally challenge the issue of the treaty's
scope under WTO Agreement procedures. Both parties to the existing tax treaty must consent if
the WTO Agreement dispute resolution procedures, rather than tax treaty procedures, are to be
used. However, if future income tax treaties are silent on the issue, either tax treaty partner may
unilaterally bring a tax dispute based on the jurisdictional issue before the Council for Trade in
Services, which may then refer the matter to binding arbitration).
76. See id (precluding one country from challenging the scope of Article XIV(d) of GATS;
i.e.,
whether one country's income tax measure applicable to a nonresident is either inequitable,
arbitrary or unjustifiable discrimination, to the extent that the issue falls within the scope of a tax
treaty. As a type of NT obligation is imposed under most tax treaties with respect to citizens of a
Contracting State, who are residents of the other Contracting State, there is arguably little scope to
challenge a tax that violates the NT obligation, at least under the GATS. The issue will be the
precise scope of the non-discrimination article in the tax treaty. This issue, according to the GATS,
is also to be resolved under an established tax treaty unless the parties otherwise consent).
77. NAFI"A, supra note 4, arts. 1201-1212.
78. Id. art. 1204.
79. Id art. 1203.
80. Id. art. 1202.
81. Id. art. 1205.
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Unlike the GATS, under which specific commitments to MFN treatment can be excepted and NT can be negotiated, the NAFTA operates
by requiring each Party to make specific "reservations" for existing laws
and regulations that fail to conform to the general rules in Chapter 12
with respect to MFN, NT, local presence, and other NAFIA obligations.82 The laws and regulations listed as reservations cannot be
challenged as long as the measures do not become even more inconsistent with the NAFTA.83 Further, the Parties are obligated to guarantee
that licensing and certification procedures are fair and impartial and
that such procedures are designed to ensure their competence and to
avoid unnecessary trade barriers. 8 4 Citizenship and permanent residency requirements with respect to the licensing of professionals must
be eliminated.8 5 Quantitative restrictions are to be disclosed and the
signatories are required to endeavor periodically to negotiate the
liberalization or removal of such restrictions.8 6
In addition to Chapter 12, Cross-Border Trade in Services, other
chapters of NAFTA contain the provisions relating to the cross-border
furnishing of certain types of services: Investment,8 7 Telecommunications, 8 8 Financial Services,8 9 and Temporary Entry for Business People. 90
The chapters are complemented by annexes: land transportation, 9 '
professional services,9 2 and specific reservations and exceptions.93 Thus,
the NAFTA exceeds the GATS both in scope and coverage, bringing all
existing and future government measures relating to the furnishing of
cross-border services within the scope of its Chapters.9 4
Under the NAI'A, the cross-border provision of a service is defined
as providing a service: "(1) from the territory of one Party into the
territory of another Party; (2) in the territory of one Party by a person
of that Party to a person of another Party; or (3) by a national of a Party

82. Id. art. 1206(1)(a).
83. Id. art. 1206(1) (c).
84. Id. art. 1210(1).
85. Id. art. 1210(3).
86. Id. art. 1207(1) (stating that each party must list any quantitative restriction on its
Schedule to Annex V).
87. Id. ch. 11.
88. Id. ch. 13.

89.
90.
91.
92.
93.
94.

Id. ch. 14.
Id. ch. 16.
Id.
annex 1212.
Id. annex 1210.5.
Id. annex 2106.
See id. ch. 11-14.

[Vol. 40

TAX DISCRIMINATION AND TRADE IN SERVICES

in the territory of another Party." 95 Unlike the GATS, which includes in

the definition of the supply of services "services provided by a service
96
supplier of one Member through a commercial presence in the other,"
the NAFTA addresses this mode of supply through the Investment
Provisions in Chapter 11. 97 As a result, a number of obligations from
Chapter 12 (Services) are cross-referenced to Chapter 11 (Investments). In addition, Chapter 11 introduces another non-discrimination principle, "treatment in accordance
with international law, includ98
treatment.,
equitable
ing fair and
2.

Taxation

Article 2103 of the NAFTA contains the principal provisions that
relate to direct taxation. It states that no obligation exists with respect
to any tax matter except as specifically provided for in the NAFTA. 99
Like the GATS, the NAFTA provides that income tax treaties are
generally to have priority in all cases, including those inconsistent with
the NAFTA. Thus, disputes over tax matters covered under a tax treaty
must be resolved, if at all, exclusively under the applicable tax treaty
provisions. 100 Further, any rights under the NAFTA may be limited by a
tax treaty, as the NAFTA provides that nothing in the NAFTA shall "affect
the rights or obligations of any Party under any tax convention." 10 1

95. Id. art. 1213 (defining "cross-border provision of a service").
96. GATS, supra note 9, art. 1(2).
97. NAFTA, supranote 4, art. ll01(1)(b).
98. Id. art. 1105(1).
99. For purposes of Article 2103, both Canada and the United States have agreed that no valid
distinction exists between a taxation measure and a practice with respect to the application of a
taxation measure. For a discussion of the U.S. view, see, e.g., Second Submission of the United States in
UnitedParcelService ofAmerica, Inc. v. Government of Canada, (NAFTA Ch. II Ab. Trib., May 13, 2002),
http://www.state.gov/s/l/c3749.htrn.pdf., [hereinafter Second Submission of the United States of
America] (basing this conclusion on the definition of "measure" in NAFTA, Article 2101, which
defines a measure as "any law, regulation, procedure, requirement or practice").
100. There are two exceptions to the primacy of tax treaties in tax matters specifically listed in the
NAFTA. The first exception is with respect to the NT obligation as it relates to the trade in goods. The
NT obligation, as proscribed in Article I of the General Agreement on Tariffs and Trade (GATT),
will have primacy over lesser obligations assumed under a tax treaty. NAFTA, supra note 4, art. 2103(2).
The second exception is with respect to export taxes; specifically, the provisions of Article 314 allowing
Mexico to impose an export tax on basic foodstuffs, and Article 604 addressing the imposition of
export taxes on energy in defined circumstances. These exceptions may be of little practical effect, as
such matters are not normally addressed in a tax treaty. Id. art. 2103 (3). In addition, Article 2103 (6) of
the NAFTA provides that Article 1110 (Expropriation) shall apply to taxation measures subject to
certain procedural rules. Id. art. 2103(6).
101. Id. art. 2103(2).

2008]

GEORGETOWNJOURNAL OF INTERNATIONAL LAW

Nevertheless, the NAFrA does provide specific protections against
differences in tax treatment. Subject to tax treaties, the NAFrA provides
NT in respect of direct taxes relating to the purchase or consumption of
cross-border and financial services. 10 2 This provision, which is also subject
to a number of exceptions, prevents indirect discrimination. For example,
it would prevent the income tax laws of a NAFIA signatory from allowing a
deduction for consulting services purchased from a domestic consulting
firm but not from the firms in other NAFTA countries.10 3 However, it

would not prevent a Party from conditioning the receipt or continued
receipt of an advantage relating to the purchase or consumption of par10 4
ticular services on a requirement to provide the service in its territory.
The NAFTA also requires both NT and MFN treatment for cross-border
service suppliers in a host of "indirect" taxation matters.' 0 5 Specifically, the
NAFTA clarifies that the NT and MFN treatment provisions in the investment, services, and financial services chapters apply to all taxation measures other than those on income, capital, estates, gifts, inheritances,
generation-skipping transfers, and certain other listed taxes. 10 6 This would
require NT and MFN treatment with respect to excise tax, provincial and
07
state sales tax and, in the case of Canada, the Goods & Services Tax (GST).1

102. See id. art. 2103(4) (a) (providing that, subject to any applicable tax treaty, NT "shall
apply to all taxation measures on income, capital gains, or the taxable capital of corporations,
and... [the asset tax under the Asset Tax Law of Mexico], to the extent that those taxes relate to
the purchase or consumption of particular services"). As a result, certain direct tax measures listed
therein (taxes on income, capital gains or the taxable capital of corporations and the Mexican
asset tax) are, but for listed limitations, subject to the'NT obligation with respect to the
cross-border provision of services, including financial services. However, with regard to financial
services, subparagraph 4(a) applies only to the cross-border provision of a financial service under
paragraph 1407(3). According to a U.S. House Ways and Means Committee Report, the Committee considers that "procedures can be initiated under NAFTA, Article 2007, only if the consulting
competent authorities agree that, with respect, the tax convention does not prevail over the
NAFTA in accordance with paragraph 2 of Article 2103." STAFF OF H. COMM. ON WAY AND MEANS,
103rd Cong., REPORT ON NoRTm AMERICAN FREE TRADE AGREEMENT, H. R. REP. No. 103-361 (1993).

103. See NAFTA Implementation Act, Pub. L. No. 103-182, 107 Stat. 2057, ch. 21.3 (1994)
(Income & Capital Tax Measures Affecting Cross-Border Services & Financial Services).
104. See NAFTA, supra note 4, art. 1106(4).
105. See id. art. 2103(4).
106. See id. art. 2103(4)(b), Annex 2103.4 (1. For purposes of Articles 2103(4) (a) and (b),
the listed tax is the asset tax under the Asset Tax Law ("Ley del Impuesto al Activo") of Mexico; 2.
For purposes of Article 2103(4) (h), the listed tax is any excise tax on insurance premiums adopted
by Mexico to the extent that such tax would, if levied by Canada or the United States, be covered
byArticles 2103(4) (d), (e) or (f)).
107. See Canada-U.S. Treaty, supra note 24, art. 25(5) (extending the non-discrimination
provisions to federal sales and excise tax, including in the case of Canada, the Goods and Services
Tax (GST), thus, giving the tax treaty priority in a dispute related to such federal taxes).
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The obligations in the NAFTA with respect to both direct and
indirect taxation measures are limited by a number of important
exceptions. 10 8 First, the NAFTA obligations do not apply to any MFN
obligation with respect to an advantage accorded by a Party pursuant to
a bilateral income tax treaty. 10 9 Second, the NAFTA obligations also do
not apply to any taxation measures in existence at the time that the
NAFTA went into effect (January 1, 1994) or to the renewal or any
amendment of a tax measure that does not decrease its conformity.' 1 0
Finally, the NAFTA obligations have no application to any new tax
measure aimed at ensuring the equitable and effective imposition or
collection of taxes and that does not arbitrarily discriminate between
persons, goods or services of the parties or arbitrarily nullify or impair
benefits accorded under those articles."'
Most of the obviously discriminatory Canadian and U.S. domestic tax
provisions that impact foreign service providers are grandfathered
under these rules. 1 12 New measures introduced by either country must
fall within the exemption requirements. 1 3 The point at which such
measures will be considered in violation of obligations assumed under
trade agreements remains to be determined.
3.

Performance Requirements

The NAFTA's taxation article also includes measures that affect
performance requirements and, therefore, is of interest to Canadian
and U.S. service providers who establish a commercial presence in the
other country."'
The NAFTA contains general prohibitions that. prevent the Parties
from imposing certain conditions on the "establishment, acquisition,
expansion, management, conduct, operation or sale" of an investment

108. NAFMA, supranote 4, arts. 2103(4) (c)-(g).
109. Id. art. 2103(4) (c).
110. Id. arts. 2103(4)(d)-(f).
111. Id. arts. 2103(4)(c)-(h).
112. See, e.g., ITA, supra note 14, § 125.
113. 139 CONG. REc. S16092-01 (1993) (indicating that a Party may adopt measures that are
directed at tax avoidance or abuse under this exception. Such measures, according to the report,
include provisions relating to the proper characterization of payments between related parties and
provisions for the determination of income and expenses in transactions between related parties).
114. The definition of an investment in NAYI7A, Article 1139, excludes claims to money that
arise solely from commercial contracts for the sale of goods or services by a national or enterprise
in the territory of a Party to an enterprise in the territory of another Party.
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by an investor in its territory.1 1 5 Seven different types of practices are
prohibited by the NAFTA, including: achieving a given level or percentage of domestic content; purchasing, using, or according a preference
to goods produced or services provided in its territory; or preferring to
purchase goods or services from persons in its territory.11 6
In addition to these general prohibitions, the NAFTA bans certain
performance requirements made in connection with a government's
conferred benefits, including subsidies, financing assistance, and tax
concessions."17 These performance prohibitions are incorporated into
the NAFTA tax provisions and provide that, subject to an applicable tax
treaty, the prohibitions shall also apply to tax measures. 1 8 As a result, a
government is prohibited, for example, from making a tax advantage,
such as a tax holiday, subject to "the purchase of locally produced goods
or
9
the manufacture of goods with a certain level of domestic content."M
Despite this limitation, a Party is not prohibited from conditioning
an advantage in connection with an investment in its territory to a
requirement to "locate production, provide a service, train or employ
workers, construct or expand particular facilities or carry out research and
development in its territory."120 Thus, a Party may condition receiving a
tax advantage to performing particular local services, an exception
that is
21
heavily relied upon in both Canada and the United States.'
C.

Canada-U.S. Treaty
1.

Overview

The central goal of the WTO Agreement and the NAFTA is to
stimulate cross-border trade and cross-border investment by regulating
both tariff and non-tariff barriers to trade. However, as discussed,

115. SeeNAFTA, supranote 4, arts. 1102(l)-(2), 1103(l)-(2), 1106.
116. Id. art. 1106(1).
117. Id. art. 1106(3). Specifically, "no Party may condition the receipt or continued receipt of
an advantage, in connection with an investment in its territory, on compliance with a requirement
to achieve a given level or percentage of domestic content, to purchase, use or accord a preference
to goods produced in its territory, or to purchase goods from producers in its territory, to relate in
any way the volume or value of imports to the volume or value of exports, or goods and services, or
to restrict sales of goods or services in its territory by relating such sales to the volume orvalue of its
exports or foreign exchange earnings." Id.
118. Id. art. 2103(5).
119. Id. art. 2103(4) (a) (requiring NT in these circumstances).
120. NAFI'A, supra note 9, art. 1106(4).
121. See ITA,supra note 14, § 127(12.1) (providing an example of the tax advantage as the
Scientific Investment Tax Credits).
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income taxes, for the most part, are carved out of the protections
provided under these trade agreements and left to tax treaties. 122 The
primary role of tax treaties is the elimination of double taxation, an
obvious deterrent to market entry. 123 A second, and potentially significant role in the context of cross-border trade, is non-discrimination.1 2 4
This important role of tax treaties in cross-border trade has been
recognized by both Canada and the United States. Almost concurrently
with the signing of NAFTA, the fourth Protocol 1 25 to the Canada-U.S.
Treaty was signed to promote closer economic cooperation between
the United States and Canada. 1 26 A fifth Protocol (Fifth Protocol) was
signed on September 21, 2007.127 The Fifth Protocol introduces a
number of significant changes in tax policy and procedures between
Canada and the United States. Among these are the elimination of
withholding tax on cross-border interest payments, 1 28 the introduction
of mandatory arbitration in the resolution of double taxation disputes, 12 9 the introduction of a comprehensive limitation-on-benefits
provision,130 and the clarification of the tax treatment of a limited

liability company (LLC) and its members.13 ' The Fifth Protocol also
advances the cross-border workforce between Canada and the United

122. See supranotes 77-98 and accompanying text.
123. See supra notes 99-114 and accompanying text.
124. See infra Part III.
125. See Canada-U.S. Treaty, supranote 24.
126. Letter of Submittal to the President of the United States, Dep't of State, Apr. 12, 1995,
reprinted in Revised Protocol Amending the 1980 Tax Convention with Canada, U.S.-Canada, Apr.
24, 1995, S.Treaty Doc. No. 104-4.
127. Fifth Protocol, supra note 24. See generally Kristen A. Parillo, .S., CanadianOfficials Sign
TreatyProtocol, WORLDWIDE TAX DAILY, Sept. 24, 2007; RIA Checkoint Content, Long-AwaitedProtocol
to Canada-U.S. Tax Treaty Provides Significant Benefits, Dec. 4, 2007, reprinted in 1 TAX TREATIES
(CCH) 1 1947; James P. Fuller, Canada-U.S. Protocol, 48 TAx NOTES INT'L MAG. 491 (2007). The
United States ratified the Fifth Protocol on Sept. 23, 2008.
128. See Fifth Protocol, supra note 24, art. 6 (replacing art. XI of the Canada-U.S. Treaty).
The provision eliminating the withholding tax on interest will apply to "arm's-length interest
payments as of the second month" after the Fifth Protocol enters into force and to non-arm'slength interest payments gradually over a 3-year period. Parillo, supranote 127.
129. Fifth Protocol, supra note 24, art. 21 (amending art. XXVI of the Canada-U.S. Treaty).
130. Id. art. 25 (replacing art. XXIX of the Canada-U.S. Treaty). The Fifth Protocol
introduces Canada's first comprehensive limitation-on-benefits provision and a marked departure
from Canada's existing policy. To prevent the abuse of tax treaties, Canada has previously relied
on its domestic anti-avoidance rule (GAAR). Parillo, supranote 127.
131. Fifth Protocol, supranote 24, art. 2 (amending art. IV of the Canada-U.S. Treaty). Prior
to the Fifth Protocol, Canada viewed limited liability companies (LLC) as corporations not subject
to tax in the United States, as all tax liability flows through to its members; thus, LLCs failed the
strict residency test, making LLCs ineligible for treaty benefits. See Parillo, supra note 127.
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States by the mutual recognition of pensions and other registered
retirement plans. 13 2 Most notably, in the context of this paper, the Fifth
Protocol eliminated the Independent Personal Services article from
the Canada-U.S. Treaty. Once the Fifth Protocol is ratified, income
from independent personal services will be subject to the Business
Profits article.
The impact of the Canada-U.S. Treaty with regard to the performance of services depends upon the facts of the particular arrangement. Nevertheless, the treaty articles that most commonly affect the
taxation of services are as follows: Article V (Permanent Establishment); Article VII (Business Profits); Article XV (Income from Employment); and Article XXV (Non-Discrimination).
2.

Article V: Permanent Establishment

The Permanent Establishment (PE) article exempts and limits
the host country's right to tax. 33 The Canada-U.S. Treaty requires the
existence of a PE before the host country may impose a tax on the activities
of a nonresident and, if a PE exists in the host country, the tax liability is
3
limited to business profits directly attributable to the PE.1 1
The Canada-U.S. Treaty defines a PE as "a fixed place of business through which the business of a resident of a Contracting State
is wholly or partly carried on., 13 5 The term includes a place of management, a branch, an office, a factory, a workshop, a mine, an oil or gas
well, a quarry, or any other place of extraction of natural resources.13 6 A
building site or construction or installation project that continues
for a
37
period of more than twelve months is also considered a PE.1
A PE may exist if a nonresident has a person acting in the host
country on its behalf, if such person has, and habitually exercises, the
authority to conclude contracts in the name of the nonresident. 3 8 A

132. Fifth Protocol, supranote 24, art. 13 (amending art. XVII of the Canada-U.S. Treaty).
133. PHILIP BAKER, DOUBLE TAXATION CONVENTIONS AND INTERNATIONAL TAX LAw 140 (2d ed.
1994) (discussing the 1992 OECD Model Tax Convention on Income and on Capital).
134. Canada-U.S. Treaty, supra note 24, art. VII(l).
135. Id. art. V(1).
136. Id. art. V(2).
137. Id. art. V(3).

138. Id. art. V(5). SeeJ.F. AveryJones & D.A. Ward, Agents as PermanentEstablishments under the
OECD Model Tax Convention, BRITISH TAX REV. 341 (1993) (analyzing agents as PEs under the
OECD Model); EW. Madole, Agents as PermanentEstablishments Under U.S. Income Tax Treaties, 94
TAX MGMT. INT'L J. 281 (discussing agents as PEs under the U.S. Income Tax Treaties). The
Internal Revenue Service (IRS) has been particularly aggressive in interpreting when an agent
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nonresident is not deemed to have a PE merely because the nonresident carries on business in the nonresident country "through a broker,
general commission agent or any other agent of an independent status,
provided that such person [is] acting in the ordinary course of busi139
ness."
The Fifth Protocol introduces a new provision that directly impacts
foreign service providers. 140 Under the new provision, an enterprise
providing services in the host country is deemed to have a PE in that
country if it meets one of two thresholds. First, a PE is deemed to exist
if services are performed.in the host country by an individual who is
present there for a period aggregating 183 days or more in any
12-month period and, during that period, more than fifty percent of
the gross active business revenues of the enterprise consists of income
derived from the services performed in the host country.14 1 Second, a
PE is deemed to exist if the services are provided in the host country for
a period aggregating 183 days or more in any 12-month period and are
provided with respect to the same or a connected project for customers
who are either residents of the other country or maintain, a PE in the
other country and the services are provided in respect of that PE. 142
Thus, a foreign service provider in the host country providing independent personal services who satisfies one of the thresholds is deemed to
have a PE in the host country and is therefore subject to tax by the host
country under the Business Profits article. The PE is deemed to exist
even though the foreign service provider does not have a fixed place of
business or
a dependent agent with authority to contract in the host
43
country. 1

constitutes a PE. See Taisei Fire and Marine Insurance Co., Ltd. v. Comm'r, 104 T.C. 535 (1995),
acq., action on decision 1995-012 (1995) (alleging an agency relationship existed between four
Japanese property and casualty insurance companies and a U.S. insurance company providing
reinsurance). See gneramlly Peter H. Blessing & Carol Dunahoo, Income Tax Treaties of the United
States 1 3.02 (3) (b) (iii) (1999) (discussing agency as a treaty concept).
139. Canada-U.S. Treaty, supra note 24, art. V(7).
140. Id. art. V(9), amended by art. 3(2) of the Fifth Protocol.
141. Id.
142. Id. In judicial proceedings, the Canadian tax authorities were unsuccessful in taxing a
U.S. consultant and U.S. engineer providing services in Canada for extended periods of time on
the basis that the nonresidents did not have a PE in Canada. See, e.g. Dudney v. The Queen, [2000] 2
CTC 56 (FCA); Wolfv. The Queen, [2002] 3CTC 3 (FCA; BrianJ. Arnold, The New Services PERule in
the Canada-U.S.Treaty Protoco Tax Notes Intemational,July 14,2008 (analyzing the amendment of
the definition of a PE by the Fifth Protocol).
143. Canada-U.S. Treaty, supra note 24, art. V(9), amended by art. 3(2) of the Fifth Protocol.
The Fifth Protocol deletes Article XIV (Independent Personal Services) of the Canada-U.S.
Treaty. Under the Independent Personal Services article, generally, compensation for personal
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3.

Article VII: Business Profits

In general, business profits are taxable in the host country only if the
resident of the other country carries on business, or has carried on
business, in that country through a PE.'4 If business is carried on
through a PE, the business profits may be taxed by the
host country
14 5
PE.
the
to
attributable
are
profits
the
extent
only to the
If a PE exists in the host country, the Business Profits article attributes to the PE business profits which the PE would be expected
to generate "if it were a distinct and separate person engaged in the
same or similar activities under the same or similar conditions and
dealing wholly independently with the resident [of the other country]
and with any other person related to the resident." 14 6 In determining the business profits of a PE, the article allows deductions
for expenses incurred for purposes of the PE. However, neither Canada nor the United States is required to allow a deduction for any
expenditure which is not generally allowed as a deduction under the
tax laws of that country. 1 47 Business profits will not be attributed to a PE
merely by reason of the purchase of goods or provision
of executive,
48
managerial or administrative facilities or services.'

services performed by a self-employed, nonresident alien in the host country was taxed by that
country if the individual has or had a fixed base in the host country, but only to the extent the
compensation is attributable to the fixed base. Thus, income from independent personal services
was treated similarly to business profits under Article VII (Business Profits). See Canada-U.S.
Treaty, supranote 24, art. XIV, deleted 6y art. 9 of the Fifth Protocol.
144. Id. art. Vi(1).
145. Id.
146. Id. art. VII(2). For the purposes of Article VII(2), "related person" is defined as
including either person if one person participates directly or indirectly in the management or control of the other or if any third person participates in the management or control of
both.
147. Id. art. VII(3). Article VII(4) states that no profits will be attributed to the PE resident of
a Contracting State merely by reason of the purchase of goods or provision of executive,
managerial or administrative facilities or services. Id. art. VUI(4). The business profits attributable
to a PE include only the profits derived from the assets or activities of the PE. Id. art. VII(7).
Nevertheless, Article VII(7) does not preclude Canada or the United States from using appropriate domestic tax law rules of attribution. The definition of "attributable to" means that "the
limited 'force of attraction' rule of [IRC] § 864(c) (3) does not apply for U.S. tax purposes under
the [Treaty]." Can.-U.S. Treas. Tech. Expl:, art. VII (1983).
148. Canada-U.S. Treaty, supra note 24, art. VII(4).
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4. Article XV: Income from Employment 149
Under the Canada-U.S. Treaty, compensation for services derived
from employment is generally taxable only by the resident country of
the individual providing the services. However, if the employment is
exercised in the host country, the host country has jurisdiction to tax
the compensation. 150 Moreover, even if employment is exercised in the
host country, the resident country retains jurisdiction to tax compensation for services if the employee is present in the host country for a
period or periods not exceeding in the aggregate 183 days commencing or ending in the fiscal year involved, 151 and the compensation is not
paid by, or on behalf of, an employer who is a resident of the host
country nor borne by a PE in the host country. 152 The Canada-U.S.
Treaty also provides an exemption for employees whose15remuneration
3
does not exceed $10,000 in the host country's currency.
5.

Article XXV: Non-Discrimination

The Non-Discrimination article of the Canada-U.S. Treaty provides
limited protection against tax discrimination for nonresident service
providers. Nationals of one country "shall not be subjected in the other
contracting State to any taxation or any requirement connected therewith that is more burdensome than the taxation and connected requirements to which nationals of that other State in the same circumstances,
particularly With respect to taxation on worldwide income, are or may
be subjected." 154 The term "national" is defined as any individual
possessing the citizenship or nationality of that country and any legal
person, partnership or association deriving its status from the laws in
force in that country. 1 55 Further, if a citizen of a contracting State is not
a resident of the other State, that citizen may not be subject in the other
country to any tax treatment more burdensome than the tax treatment

149. The title of Article XV was changed from "Dependent Personal Services" to "Income
from Employment" by the Fifth Protocol. Id. art. XV, amended by art. 10(1) of the Fifth Protocol.
Article XIV (Independent Personal Services) was deleted by the Fifth Protocol. Canada-U.S.

Treaty, supra note 24, art. XIV, deleted by art. 9 of the Fifth Protocol.
150. Canada-U.S. Treaty, supranote 24, art. XV(1).
151. Id. art. XV(2) (b), amended by art. 10 of the Fifth Protocol.
152. Id. art. XV(2) (b), amended by art. 10 of the Fifth Protocol.
153. Id. art. XV(2) (a).
154. Id. art. XXV(1), amended by art. 20(1) of the Fifth Protocol.
155. Id. art. III(1) (k), added by art. 1 of the Fifth Protocol.
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to which similarly situated citizens of any third State is subject. 15 6 The
protection provided by the Non-Discrimination article is much narrower than the NT and MFN
treatment provisions found in the WTO
57
Agreement and NAFTA.1

Business ventures where the capital of the company is wholly or
partly owned by a resident of a contracting country, or controlled by
one or more residents of the other country, are provided protection
against tax discrimination; 158 a PE located in the other country cannot
be taxed less favorably than that of an enterprise of the contracting
country carrying on the same activities. 159 Additionally, there is an
obligation to provide a deduction for interest, royalties, and other
disbursements paid by an enterprise of one country to a resident of the
other country in calculating taxable profits under the same conditions
as if they had been paid to a resident of the same country.' 60 Finally,
non-discrimination
extends to all taxes imposed by a contracting
6
country.1

III.

1

TAXATION OF FoREIGN SERVICES AND SERVICE SUPPLIERS BY
CANADA AND THE UNITED STATES

As stated, the national legislation of most countries contains
provisions that afford different and often less favorable tax treatment to certain taxpayers based on factors such as nationality,
residency, and activity location. 1 62 Multinational trade agreements
do little to discipline such differences in treatment, particularly
when there is a tax treaty in effect between the countries.' 63 This
-mayresult in more onerous tax obligations for non-citizen, nonresident service providers, which may negatively impact their competitive position.
This section examines select Canadian and U.S. tax provisions that

156. Id. arts. XXV(1) & (2), amended by art. 20(1) of the Fifth Protocol. Can.-U.S. Treas. Tech.
Expl., supranote 147, art. XXV.
157. See supraPart II(A) (2)-(3), (B) (1)-(2) (discussing the NAFIA and WTO Agreements).

158. Canada-U.S. Treaty, supra note 24, art. XXV(4), renumbered by art. 20(3) of the Fifth
Protocol.
159. Id. art. XXV(5), renumbered by art. 20(3) of the Fifth Protocol.
160. Id. art. XXV(6)-(7), renumberedby art. 20 (3) of the Fifth Protocol.
161. Id. art. XXV(9), renumbered by art. 20(3) of the Fifth Protocol.

162.

BRiANJ.

ARNOLD,

TAX DISCRIMINATION AGAINST AUENS, NONRESIDENTS, AND FOREIGN ACTIVI-

TIES: CANADA, AUSTRALIA, NEW ZEALAND, THE UNITED KINGDOM, AND THE UNrlTD STATES (1991).

163. See supra notes 99-113 and accompanying text.
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directly1r or indirectly1 6 treat foreign service providers differently than
non-foreign service providers. A series of hypothetical examples compare
the tax treatment of foreign service providers and non-foreign service
providers operating in Canada and the United States. These examples
make the important point that foreign service providers are subject both
to more onerous tax obligations in the other country than their domestic
counterparts and to tax legislation that frequently provides favorable tax
incentives to domestic competitors. Foreign service providers must also
operate within an administrative framework that, although structurally
appropriate in a source-based tax regime, is potentially vulnerable to the
caprice of those administering its provisions.
Three hypotheticals are presented. Each assumes the parties are 166
at
apply.
not
does
regime
pricing
transfer
the
that
and
arm's length
The first hypothetical further assumes that the individual providing the
services is a foreign service provider for tax purposes in the country
where the services are provided. It includes an examination of the tax
treatment of the foreign service provider, any employees or subcontractors supplied by the foreign service provider, and the domestic
payor. The second hypothetical assumes the services are provided through
a PE in the other country. The third assumes the foreign service provider
has incorporated a corporation in the host country through which the
services are provided.
A.

The Case of Canada
Hypothetical 1

Assume that CanCo, a Canadian corporation, plans to hire a number
of independent contractors to provide engineering services in commercial real estate development in Canada. Sam, a U.S. citizen and resident
and a sole proprietor, is considering a bid for the job. He asks the
following three questions:
(a) What are the Canadian tax consequences for Sam if he earns
income in Canada as an independent contractor? How do
these tax consequences differ from those of a Canadian
resident?

164. In the context of this paper, direct discrimination refers to provisions that discriminate

on their face based on the taxpayer's citizenship or residential status.
165. Indirect discrimination refers to limitations not based on the residential status of the
taxpayer but effectively result in the less favorable tax treatment of nonresidents.
166. The transfer pricing provisions would introduce a wide range of administrative and
compliance issues that are beyond the scope of this paper.

2008]

GEORGETOWN JOURNAL OF INTERNATIONAL LAW

(b) What additional Canadian tax issues arise if Sam requires
employees or other subcontractors to deliver the services in
Canada? What additional tax obligations, if any, are created
for Sam and Sam's employees?
(c) To additional Canadian tax obligations will CanCo be subject
if it hires Sam as opposed to a Canadian resident service
supplier?
(a) What are the tax consequencesfor Sam if he earns income in Canadaas
an independent contractor?How do these differfrom those of a Canadian
resident?
Canada imposes an income tax on the worldwide income of all
individuals who are residents of Canada. 1 67 Nonresidents are taxable
only on income from Canadian sources. 168 A foreign service provider
taxable in Canada will be taxed on net income from an activity at the
ordinary progressive tax rates that apply to individuals residing in
Canada. 1 69 Included in income for Canadian tax purposes is income
from employment in Canada, income from carrying on a business in
Canada, taxable capital gains from the disposition of taxable
Canadian
70
property, and certain other Canadian-source income.'
A bilateral income tax treaty overrides the general provisions in the
Income Tax Act (ITA) .171 Pursuant to the Canada-U.S. Treaty, assuming Sam's compensation is not income from employment, Sam is not
liable for Canadian tax under the Business Profits article unless the
services are provided through a PE in Canada. 1 72 However, because
Sam is a nonresident alien, withholding tax may be required even
though withholding would not be required if Sam were a Canadian
independent contractor. 173 The ability to treat a resident and nonresident differently in these circumstances is specifically permitted in both

167. ITA, supra note 14, § 2.
168. Id. § 2(3).

169. Id Nonresidents earning investment income such as interests, rents and royalties are also
subject to Canadian withholding tax on the gross amount of such payments at a rate of 25 percent. See
ITA, supra note 14, Part XIII. A nonresident may be exempt from tax, or taxed at a lesser rate, under
the terms of a bilateral tax treaty and, in the case of the Canada-U.S. Treaty, these withholding tax
rates are significantly reduced. See genera//y, Canada-U.S. Treaty, supra note 24.
170. ITA, supra note 14, §§ 212-19.
171. Id. ch. 1.
172. See supra notes 133-48 and accompanying text (describing Article V (Permanent
Establishment) and Article VII (Business Profits) of the Canada-U.S. Treaty).

173. See ITA, supra note 14, at Part XIII (providing for a withholding tax).
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the NAFTA and WTO Agreements.1 74 In fact, a wide range of provisions and practices in a country's domestic legislation that impact both
foreign service providers and consumers of those services are exempt
from the NT obligation.1 75 The most significant, in the context of
independent contractors
cross-border services provided in Canada by176
without a PE, is Regulation 105 withholding.
Regulation 105 requires a withholding tax of fifteen percent from
the payment of fees, commissions, or other amounts paid or allocated
to a nonresident person in respect of services provided in Canada,
including advance payments. 17 7 Withholding is based on gross payment. 178 It applies to any payments made to nonresidents who provide services in Canada, e.g., individuals (self-employed), corporations,
participants in joint ventures, and members of partnerships. 179 The
Canadian Revenue Agency (CRA) provides an illustrative list of payments potentially subject to Regulation 105 withholding: construction
projects; installation projects; manufacturing and/or processing; oil
and gas operations; entertainment (circuses, carnivals, orchestras,
theatrical shows, musicals, air shows, ice-shows, concerts, festivals, etc.);
athletic events (golf, rodeos, track and field, motor car racing, etc.);
forestry; consulting; legal or accounting services; engineering; lecturing; and seminar/conference presentations.' 8 0
Although most tax treaties between Canada and other countries
provide for some relief from Canadian tax, Canada normally does not
relinquish its right to withhold pursuant to Regulation 105. The
withholding tax obligation is imposed on the Canadian payor.' 8
Ultimately, if Sam is exempt from Canadian tax under the Canada-

174. See supra notes 30-35 and accompanying text (discussing the limit or exclusion of MFN
and NT obligations in the NAFTA and the WTO Agreement with respect to direct taxation).
175. See supra notes 30-35 and accompanying text.
176. Regulations, supranote 15, § 105.
177. ITA, supra note 14, § 153(1)(g).
178. Regulations, supra note 15, § 105.
179. ITA, supra note 14, § 212(1)(a); Regulations, supra note 15, § 105. Nonresidents
are also required, after 1998, to file an information return if they claim a treaty exemption from tax on their Canadian-source business income. ITA, supra note 14, § 150(1) (a) (ii).
The described purpose is to allow the CRA to determine the extent to which tax treaty
protection is being claimed by nonresident corporations, and presumably whether it can be
justified.
180. CRA Information Circular 75-6R2, Required Withholdingfrom Amounts Paidto Nonresidents
ProvidingServces in Canada(February 23, 2005) at 10, http://www.cra-arc.gc.ca/E/pub/tp/ic756r2/ic75-6r2-e.pdf.
181. ITA, supranote 14, § 153(1) (g).
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U.S. Treaty, he can recover the taxes withheld under Regulation 105 by
18 2
filing a Canadian tax return and claiming a refund.
Even if amounts are withheld under Regulation 105, Sam is not
excused from his obligations to pay installments required by all taxpayers under Part I of the ITA. 18 3 Obviously, the combination of Regulation 105 withholding and Part I tax installments may impose an undue
burden on nonresidents. Although no statutory relief is available to
prevent the overlap in tax payments, the CRA may, provided certain
conditions are met, administratively permit installment payments to be
reduced by the amounts withheld under Regulation 105.184
Assuming Sam does not have a PE in Canada, he may be able to avoid
Regulation 105 withholding tax through a tax treaty based waiver.18 5
Under the waiver provisions, the CRA may waive or reduce the amount
of withholding tax if a nonresident can demonstrate, based on tax
treaty protection or estimated income and expenses, that the normally
required withholding will be in excess of the ultimate tax liability. This
is again subject to administrative discretion.1 8 6 The bases on which
administrative discretion will be exercised in favor of the nonresident
service provider are described in available guidelines.'8 7 These guidelines are very specific, and compliance with the reporting conditions
laid out is imperative. The timing may also prove difficult. According to
the CRA, waiver applications should be submitted at least 30 days
18 8
before either services begin in Canada or initial payment is made.
Service providers must apply on both an annual and a contract-bycontract basis for a waiver or reduction of withholding on amounts
subject to Regulation 105.189 Further, success in acquiring a waiver
does not affect the requirement to file a Canadian income tax re-

182. Id. § 150(1)(a).
183. Id. §§ 155-57.
184. According to the CRA, when making reduced Part I installments because of Regulation
105 withholdings, nonresidents should identify the amount of any reduction and the name and
address of the payor(s). A letter with this information should accompany the installment. See CRA
Information Circular 75-6R2, supra note 180.
185. See ITA, supra note 14, § 153(1.1). See generally Guidelinesfor Treaty-Based Waivers Involving
Regulation 105 Withholding, CRA Document 1999-1 (Nov. 15, 1999) [hereinafter CRA Document]
(outlining the treaty-based waiver process).
186. The decision on whether to grant the waiver is decided by the Tax Services Office
serving the area in which the service is taking place. Administrative discretion is exercised in
approving or denying the request. CRA Document, supranote 185, 12-3.
187. ITA, supra note 14, § 150(1) (a) (ii).
188. CRA Document, supra note 185, 160.
189. See id.
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turn.1 90 As will be discussed, it also does not relieve Sam from the
requirement to withhold, remit and report all secondary withholding
tax amounts with respect to remuneration paid to other persons. 9 1
These other persons may include subcontractors and employees, either
resident or nonresident, in respect of services provided in Canada or in
respect to payments subject to Part I withholding such as rental of
equipment outside Canada for use in Canada. Approval of a waiver for
these secondary liabilities will not be given without a Canadian bank
to
guarantee or other appropriate security for an amount equivalent
19 2
Canada.
in
nonresident
the
of
liability
tax
Canadian
the potential
Sam must also consider the GST. 193 Since Sam is carrying on a
business in Canada,
he is required to register under Part IX of the
1 94
Excise Tax Act.
(b) What additionalCanadiantax issues arise ifSam requires employees or
other subcontractorsfrom the United States to deliver the services in Canada?
What additionaltax obligations, ifany, are createdfor Sam andfor Sam's
employees?
If Sam hires employees to provide services in Canada under his
contract with CanCo, then both Sam and his employees95will be subject
to more obligations than their Canadian counterparts.
For Sam, these additional obligations include compliance with domestic and foreign payroll reporting and withholding obligations.' 9 6 In
addition to his U.S. obligations, Sam must withhold and remit 9 v tax

190. Sam's chances of success are good if he meets one of the following tests: 1) he earns less
than $5,000 (Canada) for the current calendar year (including expenses reimbursed or paid on
the waiver applicant's behalf); 2) his presence in Canada is not "recurring" and he performs
services in Canada for less than 180 days under the current contract/engagement; or 3) his
presence in Canada is "recurring", but his cumulative presence is less than 240 days during "the
period," and less than 180 days under the current contract/engagement. CRA Document, supra
note 185 at 5.
191. See CRA Information Circular 75-6R2, supra note 180, 27.
192. Id. at app. B.
193. GST is a federal tax imposed on most goods and services consumed in Canada. As of
January 1, 2008, this is a five percent tax. GST/HST Rate Reduction in 2008, Notice No. 226 (CRA,
Dec. 18, 2007), http://www.cra-arc.gc.ca/E/pub/gi/notice226/README.html.
194. Excise Tax Act, R.S., 1985, c. E-15, s.240. (Can.).

195. Sam will have to obtain a Business Number (BN) which will require Sam to submit Form
RC1.
196. See CRA Information Circular. 75-6R2, supranote 180, 1 68-9 (providing a summary of
Canadian payroll reporting and withholding obligations and Regulation 102).
197. Id.
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on any wages paid to his employees for services rendered in Canada
pursuant to Regulation 102, as well as Canada Pension Plan' 98 contributions and Employment Insurance Premiums.1 9 9 If Sam fails to deduct
and remit these payments, he will be held liable for the full amount
along with possible interest and penalties.20 °
Sam's U.S. employees can apply for a treaty-based waiver of this
withholding requirement. 20 1 The employee or the employer, provided
he is authorized to do so by the employee, may apply for a waiver of
Regulation 102 withholding. This application should be made at least
30 days prior to either the start of employment in Canada or the first
payment. This application is not under a prescribed form, but through
a letter which should detail the treaty-based grounds on which the
application is being made. In addition, the employment contract and
documentation to determine the employee's employment and residency status must be included in the application. If a waiver is granted,
it will only apply to payments made after it has been issued. Sam will be
required to prepare and file Canadian tax returns20 2 that include all
amounts paid to his employees
regardless of whether the employees
20 3
CRA.
the
from
waiver
receive a

198. The Canadian Pension Plan (CPP) provides retirement, disability, survivor and children's benefits to applicable individuals; payments into this fund are generally drawn on by
individuals when they retire as pension benefits. See CPP website, http://www.hrsdc.gc.ca/en/isp/
cpp/cpptoc.shtml (providing detailed information on the fund). As to the ITA and CPP
deductions, several guides have been published to aid employers in these deductions. See CRA
Guide T4001 Employers' Guide-PayrollDeductions (Basic Information), CRA Guide RC4163, Employers' Guide-RemittingPayrollDeductions and CRA Guide RC4120, Employers' Guide-Filingthe T4 Slip
and Summary Form [hereinafter CRA Guides], for more information on CPP and Employment
Insurance (EI) deductions.
199. See Service Canada, http://wwwl.servicecanada.gc.ca/en/ei/types/special.shtml (detailing the El program for more information); see id. CRA Guides (providing further information
on the El deductions). "CPP contributions are not required where a certificate of coverage under
Article 5 of the Canada-US Social Security Agreement is provided to the CRA for proof of social
security coverage in the United States. In addition, provided that the U.S. employee continues to
be subject to U.S. unemployment insurance, no El contributions are required in Canada." Bruce
Sprague and Michael Hayward, The Taxation of US Employees in Canada,vol. 52, no. 1 Canadian Tax
Journal (2004) at 192-240.
200. ITA, supra note 14, § 227.1 (1); Barnett v. Minsiter of Nat'l Revenue, [1985] 2 C.T.C.
2336, 1 (Can.).
201. CRA Information Circular 75-6R2, supra note 180,1 89.
202. Sam must file a T4 Information Return containing T4 Slips and a Summary Form. The
Return must be filed by the last day of February for payments made during the preceding year.
Employees must also be given a copy of their T4 information slips by the last day of February for
the preceding year.
203. CRA Information Circular 75-6R2, supra note 180, 169.
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Sam's U.S. employees will also have additional tax responsibilities if
they work in Canada. Each employee will be required to obtain a Social
Insurance Number and a valid work permit issued by Citizenship and
20 5
20
Immigration Canada.

4

They must also file a Canadian tax retum.

As a result, Sam's employees who work in Canada will be obliged to file
both Canadian and U.S. tax returns.

20 6

This is the case even if the

employee is exempt from Canadian tax as a result of the Income from
Employment article of the Canada-U.S. Treaty2 0 7 and has been granted
a waiver of withholding. 208 The U.S. employees will also be subject to
withholding tax in the United States in respect of their employment
income. 20 9 Additional steps will be required to have this withholding

reduced for foreign taxes payable.2 10
If the employees perform their duties both inside and outside
Canada, a reasonable basis for allocating the related income must be
established and documented as only the Canadian source income is
211
potentially taxable in Canada.
In addition, Sam must consider whether the presence of his employees in Canada will create a PE in Canada with the result that any profits
attributable to the PE will be taxable in Canada. This would be the case
if the employee has and habitually exercises the ability to conclude
212
contracts while in Canada.
(c)
What additionaltax obligations will CanCo be subject to if it hires Sam
as opposed to a Canadianresident service supplier?
(i)

Withholding

If CanCo hires Sam instead of a Canadian independent contractor,
CanCo will assume a number of additional. tax obligations. The most
obvious is the requirement to withhold fifteen percent of the payments

204. Id. 1 80.
205. ITA, supranote 14, § 2(3)(b).

206. Id. § 2(3).
207. See supra notes 149-53 and accompanying text (discussing Article XV (Income From
Employment) of the Canada-U.S. Treaty).
208. CRA Information Circular 75-6R2, supranote 180, 183.
209. See id.
210. See id.
211. See id.
212. See supranotes 133-43 and accompanying text (discussing Article V of the Canada-U.S.
Treaty).
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to Sam for services provided in Canada under Regulation 105(1).213
Any amounts withheld must be remitted to the Receiver General by
the 15th of the month following the month in which the payment was
made to Sam.2 1 4 If CanCo does not withhold, the penalties can be
severe. 215 In addition to the withholding on Sam's- compensation,
CanCo would be liable for a penalty of ten percent of the amount
CanCo should have withheld. Under certain circumstances, this penalty could be increased to twenty percent. In addition, interest will be
due on amounts not withheld As stated, the withholding tax may be
reduced or even eliminated if Sam secures a waiver. 2 16 However,
regardless of whether Sam obtains a waiver, CanCo will have to take
additional steps as a result of hiring a nonresident alien.2 17 For example, CanCo is obliged to annually report to the CRA all amounts
paid to nonresident aliens. 2 18 It must also issue the special return
information to Sam. 219 Failure by CanCo to file these required returns
can lead to additional penalties up to a maximum of $2,500 per failure
to file.2 20
On a more practical level, CanCo, as a Canadian payor, often will be
obligated to inform the nonresident alien of the nature of the withholding obligations, the nonresident alien's liability for Canadian income
tax, and the possibility of the nonresident alien being refunded money
which has been withheld.2 21 CanCo should, include additional language in the contract to make clear to the nonresident alien its
withholding obligation and take steps to ensure compliance with other

213. Regulations, supra note 15, § 105(1).
214. Id. § 108(1).
215. Staff ofJoint Comm. on Taxation, supra note 13 at §§ 227(8)-(8.3). CanCo's directors
could also bejointly and severally liable for the foregoing amounts. Id. § 227.1; seeDean Hamilton
v. Her Majesty the Queen, 2006 TCC 603 (finding directors liable for withholding and penalties).
Sam would also be jointly and severally liable with CanCo for their failure to withhold. Staff of
Joint Comm. on Taxation, supra note 13 at §§ 227(8.1). Despite Sam's liability, CanCo is,
practically, the Canadian resident more readily penalized and to whom the CRA has better access.
216. See supra notes 201-208 and accompanying text (discussing the treaty-based waiver
options for U.S. employees).
217. CRA Information Circular 75-6R2, supra note 180,1 42.
218. Id. 1 42. The information is reported on a T4A-NR Information Return. This return
must be filed by the last day of February for all payments made during the preceding year.
219. Id. The T4A-NR information slip is issued to Sam. It identifies the payor and payee, the
gross income paid, taxes withheld, and any travel expenses paid.
220. ITA, supra note 14, § 162(7).
221. See generally Carole Kellough, Regulation 105 and Related Cross-Border Withholding Tax
Issues, in 2005 PRAIPJE PROVINCES TAx CONERENcE 12:1-17, (Canadian Tax Foundation, 2005)
(detailing a variety of tax issues that arise in cross-border transactions).
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CRA guidelines. CanCo may also assume considerable risk with respect
to its proper basis for withholding.2 2
In a recent case, the CRA charged a Canadian payor almost $1,000,000
for withholding tax, interest and penalties. 2 23 The Canadian payor, a
company engaged in the forestry business, paid over $14 million to
nonresident independent contractors in the ordinary course of its
business.2 2 4 It withheld and remitted fifteen percent based on that
amount. 22 5 At issue was the Canadian payor's failure to withhold in

connection with amounts paid to reimburse the nonresident contractors for their disbursements and for amounts identified by the nonresident contractors in their invoices as being for service rendered outside
Canada.22 6 Apparently, the invoices did not satisfy the CRA. Fortunately for the taxpayer in this case, the court found that the wording of
the authorizing statutory provision 22 7 referred'only to amounts paid as
fees or other remuneration. It did not extend to the reimbursement for
out of pocket expenses. 228 This favorable finding may have done little
to detract from the time and costs expended by the taxpayer to defend
against an assessment triggered by the hiring of nonresidents. However, it is a welcome clarification and confirms that in the future,
withholding tax will be restricted to compensation paid to nonresidents
and will not be required with respect to nonresidents' reimbursable
expenses.
(ii)

Services performed within or without Canada

Foreign service providers may render services both inside and outside of Canada. 229 As payments for services performed outside of
Canada are not subject to Regulation 105 withholding, a reasonable
allocation of the payment will be required to determine the portion
that will be subject to Regulation 105.230 According to the CRA, the
portions allocated to the services to be performed inside and outside

222. See ITA, supra note 14, §§ 227(8.4), 215(6), 227(10) (discussing proper basis to withhold from nonresident aliens).

223. Weyerhaeuser Co. v. Her Majesty the Queen., [2002] 2 C.T.C. 2408, 1 4 (Can.).
224. Id.
225. Id.

226. Id. 6.
227. ITA, supra note 14, § 153(1)(g).
228. Weyerhaeuser Co., supra note 223, 30.
229. See CRA Information Circular 75-6R2, supra note 180, 1 42, 27 (summarizing the
Canadian payroll obligation and Regulation 102).
230. Id.
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Canada must be clearly expressed either within the contract or through
the related information and documents.2 "'
If the services are performed outside Canada, the ability of the
Canadian payor to claim Scientific Research and Experimental Development Expenses2 32 and Investment Tax Credits2 3 3 may be impacted.

This can be at a substantial loss to the Canadian payor. These favorable
tax concessions are both grandfathered under the NAJTA and fall
within a NAFTA exception specifically allowing trade partners to
condition the receipt, or continued receipt, of an advantage relating
to the purchase or consumption of particular services on a requirement
to provide the services within its territory.2 3 4 There is, therefore, no
protection against this form of tax discrimination.
Hypothetical 2
Assume Sam earns income in Canada through a PE23 1 in Canada.
Will he be subject to less favourable tax treatment than a Canadian
counterpart?
The answer will depend to some extent on what form the PE takes
and, in particular, whether the PE is a branch office or the result of a
partnership or joint venture in Canada. Payments to a Canadian
branch of a foreign entity made in respect of services provided in
Canada are also subject to Regulation 105 withholding. 23 6 The financial and tax accounting for the branch may also provide additional
challenges. Sam may deduct expenses from branch profits only in
respect of its business carried on in Canada. 7 This means that
expenses incurred exclusively and directly for the Canadian branch
should be deductible in computing the income of the branch; however, the deductibility of a proportionate share of, for example, Sam's
overall general and administrative expenses or interest expense,
may not be deducted. In addition, branch withholding tax, reduced

231. Id.

232. ITA, supranote 14, § 37.1.
233. Id. § 127.

234. See supra hotes 108-11 and accompanying text (listing exceptions to NAFTA's nondiscrimination rules).
235. See supra notes 133-43 and accompanying text (discussing Article V (Permanent
Establishment) of the Canada-U.S. Treaty).
236. ITA, supranote 14, § 219; Regulations, supranote 15, § 105.
237. ITA, supranote 14, § 219.
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under the Canada-U.S. Treaty to five percent, is required on the
branch operations in Canada of a nonresident corporation.23 8
If the PE is created under a partnership arrangement, a number of
tax consequences follow. First, a partnership that has a nonresident
partner will not meet the definition of Canadian partnership for tax
purposes, 23 9 a requirement for rollovers of property to or from the
partnership by a partner. 2 4 0 Nor will a rollover be available if the
partnership ends and the Canadian participant(s) intend to carry on
the business as a continuation of the predecessor partnership or as sole
proprietorships.2 41 Second, absent a waiver, payments to a partnership
performing services in Canada that has one or more nonresident
entities as a participant are subject to Regulation 105 withholding
based on the nonresident's percentage participation.2 4 2 As a result, a
U.S. service provider seeking to provide services in the partnership
form with Canadian partners may find reluctance among potential
Canadian counterparts.
The Non-Discrimination article of the Canada-U.S. Treaty provides
only limited protection from tax discrimination in the calculation of
income and taxable income of the PE in Canada.2 4 3 Specifically, a PE
operated by a foreign service provider in the host country cannot be
taxed less favorably than an enterprise of non-foreign service providers
carrying on the same activities. 244 The same article also allows for a
deduction for interest, royalties, and other disbursements paid by an

238. Canada-U.S. Treaty, supra note 24, art. X(6).
239. A "partnership" is defined as "a partnership all of the members of which were, at any
time in respect of which the expression is relevant, resident in Canada." ITA, supra note 14,
§ 102(1). A "Canadian partnership" is defined, for the entire ITA, as defined in ITA subsection
102(1). Id. § 248(1). Note, a specification under ITA paragraph 212(13.1) (b) for the purposes of
Part XIII of the ITA, other than ITA section 216, is "where a person resident in Canada pays or
credits an amount to a partnership (other than a Canadian partnership within the meaning
assigned by section 102), the partnership shall be deemed, in respect of that payment, to be a
nonresident person." Id. § 212(13.1)(b). Lastly, the Income Tax Conventions Interpretation Act
states, notwithstanding a statement in a valid tax treaty, "it is hereby declared that the law of
Canada is that, for the purposes of the application of the convention and the Income Tax Act to a
person who is a resident of Canada, a partnership of which that person is a member is neither a
resident nor an enterprise of that other state." Income Tax Conventions InterpretationAct, R.S.C.
1985, c. I-4, § 6.2, as amended.
240. SeeITA, supranote 14, § 102(1).
241. Id. §§ 98(6), 98(5).
242. CRA Information Circular 75-6R2, supra note 180.
243. See supra notes 154-61 and accompanying text (discussing Article XXV (NonDiscrimination) of the Canada-U.S. Tax Treaty).
244. Canada-U.S. Treaty, supra note 24, art. XXV(6).
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enterprise of one country to a resident of the other.2 45 Such amounts
must be deductible in calculating taxable profits under the same
conditions as those paid to a non-foreign service provider.2 4 6
As stated, the NAFTA provides that, subject to a tax treaty, the Parties
must provide NT with respect to direct tax measures that relate to the
purchase of services.2 47 Because the tax treaty has primacy, the resolution
of any issue with respect to the deductibility of amounts related to24 the
purchase or consumption of services may be limited to the tax treaty. 8
Hypothetical 3
Assume Sam incorporates his business in Canada.
If Sam incorporates in Canada, he will again face a competitive
disadvantage compared to a corporation controlled by a Canadian
resident. 24 9 The most obvious is that the corporation will not have
access to the small business deduction.2 5 ° The small business deduction
provides very favorable tax rates to certain Canadian-controlled private
corporations (CCPC).251 These rates vary by province but range from
as low as 15.6% on the first $400,000 of eligible income earned in New
Brunswick 252 contrasted with the otherwise applicable corporate tax
rate of 35.1%.253 Independent service providers who are residents of
Canada, including professionals such as engineers, accountants, and
lawyers, may incorporate in many Canadian provinces and, thereby,
access this reduced rate of tax.25 4 If Sam, a nonresident alien, controls

245. Id. art. XXV(8).
246. Id. art. XXV(7); see id. art. XXV(8) (permitting thin capitalization rules, a clear
departure from the NT obligation).
247. See supranotes 99-121 and accompanying text (discussing tax obligations under NAFIA).
248. See supra notes 100-01 (providing for the supremacy of bilateral income tax treaties
under NAFYA and GATS).
249. SeeVern Krishna, supranote 16, at 772-73 (discussing the comparative tax disadvantage
of nonresident controlled corporations).
250. ITA, supranote 14, § 125(1).
251. See id. § 125(7) (defining "Canadian controlled private corporation" [hereinafter
CCPC]; see also C.C.R.A. Interpretation Bulletin IT-73R6, Income Tax Act: The Small Business
Deduction (March 25, 2002), availableat http://www.cra-arc.gc.ca/E/pub/tp/it73r6-e.pdf.
252. The rates vary depending on the provincial tax rate. For example, the rate for income
taxed in Alberta is 16.1%, in British Columbia 17.6%, and in Ontario 18.6%.
253. The combined rates vary by province. In Ontario, the applicable rate is 34.1% and in
British Columbia, 35.6%.
254. This depends on the provincial laws and/or federal laws relating to corporations in
which jurisdiction the service providers are providing services. Once incorporated, the providers
would need to meet the definition in the ITA § 125(7) to access these benefits.
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the corporation, the corporation will not be a CCPC and will not
benefit from these tax preferences.25 5 In addition to the difference in
the basic tax rates, Sam's corporation would also not qualify for
investment tax credits.2 5 6
Further, if Sam's Canadian corporation pays dividends to Sam, a U.S.
resident, withholding tax is required. 25 7 Fortunately, the Canada-U.S.
Treaty will limit the amount of withholding on the dividends to fifteen
percent. 258 If the owner of the Canadian corporation is a company
which owns at least ten percent of the voting stock, the withholding is
reduced to five peicent. 259 Nonresident service providers also do not
benefit from the dividend tax credit on dividends received from
Canadian corporations; instead, such dividends are subject to gross
260
withholding tax.
The corporation will also be subject to a number of tax avoidance
provisions, including the thin capitalization rules that operate to
restrict the deduction of certain interest expenses to nonresidents.2 6 '
In addition, any remuneration paid by the Canadian corporation to
Sam for services rendered in Canada would be subject to the same
Regulation 105 withholding tax obligations as previously noted where
26 2
Sam had employees doing work for him in Canada.
Sam will also not benefit from a number of favorable tax provisions
available only to Canadian resident service suppliers. For example,
Canadian service providers benefit from a lifetime $750,000 capital
gains deduction on the gain from the disposition of their shares in
qualified business corporations.2 63 These differences in tax treatment
are entirely acceptable under the terms of the Non-Discrimination
article of the Canada-U.S. Treaty. 264 Although the Non-Discrimination

article provides for a form of NT for PEs, this protection is denied to

255. ITA, supranote 14, § 125(7)(a).
256. Id. § 129(9).

257. Id. § 212(2). A withholding tax of 25% is imposed on any amount transferred. Id.
§ 212 (2). Further, Sam's corporation is required to withhold that amount and remit it to the CRA.
Id. § 215(1).
258. Canada-U.S. Treaty, supranote 24, art. X(2)(a).
259. Id. art. X(2)(b), amended by art. 5(1)of the Fifth Protocol.
260. SeeITA, supranote 14, § 212(2).
261. Id. §§ 18(4)-(6).

262. See supra notes 213-220 and accompanying text.
263. See ITA, supra note 14, §§ 110.6(1), 248(1) (defining and taxing "Qualified Small'
Business Corporation Share").
264. See Canada-U.S. Treaty, supranote 24, art. XXV.
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foreign controlled corporations operating in Canada.2 65 Instead, only
MFN treatment is accorded to corporations owned or controlled,
wholly or partly, by foreign 6service providers with respect to taxation
26
and related requirements.

B.

The Case of the United States
Hypothetical 1

Assume that USCo, a U.S. corporation, plans to hire a number of
independent contractors to provide engineering services in commercial real estate development in the United States. Cathy, a Canadian
citizen and resident and a sole proprietor, is considering a bid for the
job. She asks the following three questions:
(a) What are the U.S. tax consequences for Cathy if she earns
income in the United States as an independent contactor?
How do these differ from those of a U.S. resident?
(b) What additional U.S. tax issues arise if Cathy requires employees or other subcontractors to deliver the services in the
United States? What additional tax obligations, if any, are
created for Cathy and for Cathy's employees?
(c) What additional U.S. tax obligations will USCo be subject to if
it hires Cathy as opposed to a U.S. resident service supplier?
(a) What are the tax consequencesfor Cathy if she earns income in the
United States as an independentcontractor?How do these differfrom those of a
U.S. resident?
Tax discrimination against nonresident services or service providers
is not limited to Canada. As the following discussion demonstrates, the
United States also imposes tax in a manner that directly or indirectly
discriminates based on factors such as the residence of the service

265. Id. art. XXV(4), as renumbered by the Fifth Protocol.
266. Id. This Non-Discrimination article is not as broad as that normally sought by the United
States, or as contained in the OECD Model Treaty, as it provides MFN treatment but not NT to
foreign controlled corporations. The most obvious example of the limitations of the NonDiscrimination article is the small business tax credit that is available under the ITA exclusively to
Canadian controlled private corporations and, therefore, unavailable to U.S. subsidiaries. A
number of other important tax concessions are also available only to Canadian taxpayers. The
Canada-U.S. Treaty also provides only MFN treatment to citizens of one country that are not
resident in the other. As previously discussed, all discrimination matters falling within the scope of
the tax treaty must be resolved under its provisions. See supranotes 99-101 (regarding NAFTA), 71
(regarding GATS) and accompanying text.
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provider and the location of the service activities.26 7
The United States categorizes cross-border transactions as either
outbound or inbound transactions. The term "outbound" transaction0
27
refers to U.S. citizens,2

68

residents

269

and domestic corporations

doing business or investing outside of the United States. Generally,
such persons are subject to tax by the United States on worldwide
income regardless of where an individual is residing and regardless of
the country from which the income is derived.2 71
As to "inbound" transactions, foreign persons are potentially subject
to two U.S. taxing regimes. One regime applies to non-business income
from U.S. sources, 272 and the other applies to income that is effectively
connected with the conduct of a trade or business within the United
States.2 73 Under the first regime, U.S. income received by a foreign
person in respect of investments not effectively connected with the
conduct of a trade or business within the United States will generally2be
74
subject to a tax of thirty percent on the gross amount of the payment.
The tax applies to amounts received as "interest .... dividends, rents,
salaries, wages, premiums, annuities, compensations, remunerations,
emoluments, and other fixed or determinable annual or periodic
gains, profits, and income" (FDAP income) .275 Tax imposed upon the

267. See generally Sanford H. Goldberg & Peter A. Glicklick, Treaty-Based Non-discrimination:
Now You See It Now You Don't, 1 FILA.TAX REV. 51, 51-113 (1992) (analyzing the concept of
non-discrimination and its inconsistent application in the United States and the continued
inclusion of a non-discrimination article in future U.S. income tax treaties).
268. Treas. Reg. § 1.1-1(c) (as amended in 2008).
269. I.RC. § 7701(b). An individual is considered a resident of the United States if the
individual meets one of three tests: lawful admission to the United States, first-year election to be
treated as a resident, or substantial presence in the United States. An individual meets the
"substantial presence test" if the individual is present in the United States for at least 31 days
during the current year and at least 183 days for the three-year period ending on the last day of the
current year using a weighted average. The weighted average is as follows: days present in the
current year are multiplied by one, days present in the immediate preceding year are multiplied
by one-third, and days in the next preceding year are multiplied by one-sixth. Even if an individual
satisfies the substantial presence test, the individual is not a resident alien if the individual is
present in the United States fewer than 183 days during the current year and has a tax home in a
foreign country to which the individual has a closer connection. Id.
270. Corporations that are domestic corporations are those created or organized in the
United States or under the laws of the U.S. or any state. I.R.C. § 7701 (a)(4).
271. I.R.C. § 61 (a); Cook v. Tait, 265 U.S. 47,56 (1924).
272. I.R.C. §§ 871 (a), 881.
273. Id. §§ 871(b), 882.
274. Id. §§ 871(a), 881(a) (imposing the tax for nonresident aliens and for foreign corporations, respectively).
275. Id. §§ 871(a), 881(a).
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FDAP income of a foreign person is collected and enforced through
withholding provisions that 27require
the payor to withhold and remit
6
the tax to the U.S. Treasury.
Under the second regime, a nonresident individual or foreign
corporation will be taxed at usual U.S. rates on net income 2 77 effectively connected with the conduct of a trade or business within the
United States. 27 8 Generally, an activity will be found to be a trade or
business activity conducted within the United States if the activity is
regular, continuous, and considerable.2 79 The U.S. trade or business
income of a foreign person includes only income "effectively connected" with the conduct of the U.S. trade or business. 28 0 The performance of services within the United States is treated as a U.S. trade or
business.

28 1

The tax liability of both U.S. persons and foreign persons is determined by the application of the source rules.28 2 The foreign tax credit
is available to U.S. persons to offset U.S. income taxes only for income
taxes paid to foreign countries on foreign source income. 283 With

regard to foreign persons, the source rules are important because
business income is effectively connected with a U.S. trade or business
284
28 5
only
if it has a U.S.
and
non-business
is subjected
to
the withholding
taxsource,
only if the
income
is from income
a U.S. source.
The

276. Id. §§ 1441(a), 1442(a). The disposition of a U.S. real property interest by a foreign
person is also subject to income tax withholding. Generally, the transferee is required to deduct
and withhold a tax equal to ten percent of the total amount realized on the disposition. Id. § 1445.
277. A nonresident alien will receive the benefit of deductions and credits only by filing a
true and accurate return. Id. § 874(a).
278. Id. §§ 871(b), 882.

279. Higgins v. Commissioner, 312 U.S. 212 (1941).
280. I.R.C. § 864(c). Generally, foreign persons are taxed on net gain or loss from the
disposition of U.S. real property interests. The gain or loss is treated as if the foreign person was
engaged in a trade or business within the United States and the gain or loss was effectively
connected with the trade or business. Id. § 897.
281. Id. § 864(b). However, a de minimis exception exists for a nonresident alien who is
working for a foreign employer not engaged in trade or business within the United States or a U.S.
person if for a business maintained outside of the United States, earns no more than $3,000
during the tax year, and is present in the United States 90 days or less. See id. § 864(b)(1).
282. See id. §§ 861-65 (providing the source rules for the United States).
283. Id. § 904. If the foreign tax credit is not elected, U.S. persons may deduct foreign
income taxes paid. Id. § 164(a)(3).
284. Id. §§ 871(b), 882. But see id. § 864(c)(4) (providing narrow exceptions for circumstances under which certain types of income is taxed as effectively connected income even though
it is foreign source income).
285. Id. §§ 871(a), 881.
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source of income from the performance of personal services is the
place where the services are performed 28 6 with an apportionment if
the services are performed partly within and partly without the United
States.28 7
If Cathy is performing services in the United States as an independent contractor, the compensation she generates is not subject to
taxation by the United States under the Canada-U.S. Treaty. 288 Without a PE in the United States, the compensation generated by her
activities within the United States is not included in income under the
Business Profits article. Cathy is therefore taking a treaty-based return
position that the income she earns performing28 services
in the United
9
States is not subject to tax by the United States.
Nevertheless, Cathy is subject to U.S. tax procedures, including the
provisions regulating filing, reporting, and withholding. Cathy must
2 90
disclose her treaty-based return position on an income tax return
even if a tax return would not otherwise be required. 29' Further, to
claim an exemption from tax under the Canada-U.S. Treaty, Cathy
must submit a completed Form 8833, accompanied by a statement
certifying to the facts that support her eligibility for an exemption

286. Id. §§ 861(a)(3), 862(a)(3). Under a de minimis exception, compensation earned by
nonresident aliens will not be considered to be U.S. source if the individual is present in the
United States for a period not exceeding 90 days during the tax year, if the compensation does not
exceed $3,000 during the tax year, and if the work is performed on behalf of a foreign person not
engaged in a U.S. trade or business or the foreign office or branch of a U.S. person. Id.
§ 861 (a)(3).
287. Id. § 863(b) (1); see infra notes 352-56 and accompanying text.
288. Canada-U.S. Tax Treaty, supra note 24, arts. V, VII. See supra notes 122-161 and
accompanying text (outlining the Canada-U.S. Treaty). The IRC states, "The provisions of this
tide shall be applied to any taxpayer with due regard to any treaty obligation of the United States
which applies to such taxpayer." I.RC. § 894(a).
289. Canada-U.S. Tax Treaty, supra note 24, arts. V, VII.
290. I.R.C. §§ 6114, 7701 (b); Treas. Reg. § 301.6114-1. A taxpayer takes a "treaty-based return
position" by maintaining that a U.S. tax treaty overrules or modifies a provision of the IRC and,
thereby, causes a reduction of tax on the taxpayer's return. Treas. Reg. § 301.6114-1 (a)(2).
291. I.RC. §§ 6114, 7701 (b); Treas. Reg. § 301.6114-1 (a)(1)(ii). The IRC provides for waivers
from reporting for certain types of income if the waiver will not impede the assessment and
collection of tax. I.RC. § 6114(b). A waiver from reporting is allowed for income from dependent
personal services. Treas. Reg. §301.6114-1 (c)(1)(iv). The waiver does not apply to a withholding
agent with respect to the performance of its withholding function. Treas. Reg. § 301.6114-1 (c)(5).
The reporting requirement is also waived for individuals if the amounts otherwise reportable do
not exceed $10,000 in the aggregate for any one year and $100,000 in the aggregate for any one
year if the individual's position is that residency is determined under the tax treaty and not the
IRC. Treas. Reg. § 301.6114-1 (c)(2).
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under the treaty article. 292 Nondisclosure is subject to a potential
$1,000 penalty for each failure to comply.293 The penalty may be waived

upon a showing of a reasonable cause for the failure, or good faith.2 9 4
In addition, in order to obtain an exemption from the thirty percent
withholding requirement, Cathy must submit a withholding certificate
to the withholding agent,295 in this case USCo, for each taxable year
involved.2 96 Her claim for exemption from withholding is made on
Form 8233297 and must include the reason why her compensation is
exempt, a reference to any tax treaty provision that is applicable to her
exemption claim, and
sufficient facts to justify the claim in exemption
298
from withholding.

(b)
Wat additionalU.S. tax issues arise if Cathy requires employees or other
subcontractorsfrom Canadato deliver the services? What additionaltax
obligations, if any, are createdfor Cathy andfor Cathy's employees?
If Cathy is hiring employees and subcontractors, an initial determination must be made as to classification of the individual performing the
services: independent contractor or employee. 29 9 Assuming the individual is a Canadian subcontractor without a PE in the United States,
like Cathy, the foreign service provider can rely on a treaty-based

292. See Announcement 93-63, 1993-16 I.R.B. 11. A separate Form 8833, Treaty-Based
Return Position Disclosure under section 6114 or 7701 (b), must be filed for each treaty-based
return position taken by the taxpayer. Treas. Reg. § 301.6114-1 (a)(1).
293. I.R.C. § 6712(a). In the case ofa C corporation, the penalty is $10,000 for each failure to
comply. Id. § 6712(a). If income is generated by a foreign corporation or a foreign partnership
performing services in the United States, the income is generally effectively connected with a U.S.
trade or business and therefore is exempt from withholding if the corporation or partnership files
a properly executed beneficial owner withholding certificate or an intermediary withholding
certificate on Form W-8. Id. § 1441 (c)(1); Treas. Reg. § 1.1441-4(a)(2).
294. I.R.C. § 6712(a).
295. The term "withholding agent" means any person, whether U.S. or foreign, that has the
"control, receipt, custody, disposal, or payment of an item of income of a foreign person subject to
withholding." Treas. Reg. § 1.1441-7(a)(1).
296. Treas. Reg. § 1.1441-4(b)(2)(i).
297. Id. § 1.1441-4(b)(2)(ii). Form 8233, Exemption from Withholding on Compensation for
Independent Personal Services of a Nonresident Alien Individual, must be signed under penalty
of perjury. Id.
298. Id. § 1.1441-4(b)(2)(ii)(H)-(J).
299. Every nonresident alien who is engaged in a trade or business in the United States at any
time during the taxable year must make a return on Form 1040NR or Form 1040NR-EZ. If the
nonresident alien is not eligible for a social security number, the individual must file a Form W-7,
Application for IRS Individual Taxpayer Identification Number, with the IRS to apply for a
taxpayer identification number.
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exemption from taxation by the United States. °° If the subcontractor
is a Canadian operating as an independent contractor with a PE within
the United States, the compensation is subject to the thirty percent
withholding tax. 0 l If the subcontractor is a U.S. citizen or resident,
Cathy has no withholding or payroll responsibilities. 2
Assuming the individual hired by Cathy is an employee, 3 whether
U.S. or foreign, Cathy must deduct and withhold federal income taxes
(wage withholding) in respect of personal services performed by the
employee in the United States, and pay the withheld tax to the U.S.
goverment3 0 4 If no tax or less than the correct amount of tax is
deducted from any wage payment, Cathy is liable for any underpayment. 30 5 Further, a 100% penalty may be assessed for willful failure to
collect, or attempt to evade, any tax. 3 06 Willful failure to collect or pay

any tax is also a felony, carrying a fine of not more than $10,000 or five
years imprisonment, or both, plus the cost of prosecution. 307
Unless an exception applies, all compensation paid by Cathy to her

300. See supra notes 288-89 and accompanying text (examining the U.S. tax consequences of
foreign independent contractors without a PE in the United States).
301. See infra notes 370-75 and accompanying text (examining the U.S. tax consequences of
foreign independent contractors with a PE in the United States).
302. Cathy would simply file. Form 1099-MISC, Miscellaneous Income, for workers who
receive compensation of more than $600 during the year.
303. For wage withholding and payroll tax purposes, individuals who receive compensation
as employees generally fall into one of two categories: workers whose employment status is defined
by statute or common-law employees. For example, I.R.C. § 3401 (a) (1)-(23) shapes the statutory
definition of employment by excluding remuneration for certain services from the definition of
"wages." I.RC. § 3401 (a). A"common-law employee" exists when the person for whom services are
performed has the right to control and direct the person who performs the services, not only as to
the result to be accomplished but also as to how the result is accomplished. See I.R.C. § 31.3401 (d)1 (a) (defining "employer" as any person for whom an individual performs services as an
employee); Rev. Rul. 87-41, 1987-1 C.B. 296 (setting forth twenty common law factors that the IRS
uses in determining whether an employment relationship exists). This definition has been
codified at Treas. Reg. §§ 31.3401 (c)-I (a), (b).
304. I.R.C. §§ 3401, 3402. Compensation for personal services performed by a nonresident
alien in the United States is exempt from thirty percent withholding under I.R.C. § 1441, without
the need to file a statement, if the income is subject to wage withholding under I.R.C. § 3402.
Treas. Reg. § 1.1441-4(b). The employee must provide the employer with a signed withholding
exemption certificate Form W-4, Employee Withholding Allowance Certificate. Treas. Reg.
§ 1.1441-4(b).
305. I.RC. § 3403. See IRS. Pub. 15 (2008), Circular E, Employer's Tax Guide, I.RIS. Pub.
505 (Feb. 2008), Tax Withholding and Estimated Tax, and I.R.S. Pub. 515 (Apr. 2008), Withholding of Tax on Nonresident Aliens and Foreign Entities.
306. I.R.C. § 6672.
307. Id. § 7202.
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employees is subject to Social Security and Medicare, Federal Insurance Contributions Act (FICA) taxes.3 °8 Cathy's employees may qualify for an exception based on immigration status, 9 or, if not, their
wages may be exempt from FICA taxes under the Totalization Agreement between Canada and the United States which covers Social
Security taxes, including U.S. Medicare, and Social Security retirement.310 Cathy must also pay federal unemployment tax (FUTA) for
her employees.3 1 1
312
Unless the income is exempt under the Canada-U.S. Treaty,
Canadian employees hired by Cathy will be taxed at progressive rates by
the United States on taxable income generated by the performance of
services inthe United States.3 1 3 Deductions are allowed to nonresident
employees if the expense relates to income effectively connected with
the conduct of the trade or business of performing personal services
within the United States.31 4
Nevertheless, certain deductions are allowed whether or not the
A deduction is
deductions relate to effectively connected income.
allowed for casualty and theft losses if the loss is of property located
for charitable contributions.3 17 As
within the United States, 316 and for7
nonresident aliens are not eligible for the standard deduction, all

308. Cathy would have to report the amount of wages and deposits of withheld income,
Social Security, and Medicare taxes by filing Form 941. Cathy is not liable for the self-employment
tax under I.R.C. § 1401. See id. § 1401(c).
309. See Paula N. Singer, The 10 Rules of U.S. Taxation of Payments to ForeignNationals, 49 TAx
NOTES INT'L MAG. 55 (2008) (listing the exceptions to the imposition of Social Security and
Medicare taxes based on immigration status); Withholding of Tax on Nonresident Aliens and
Foreign Entities, I.R.S. Pub. 515 (2008).
310. OFFCE OF MGMT. & BUDGET, ExEc. OFFICE OF THE PRESIDENT, TOTALIZATION AGREEMENT
win- CAnada, OMB Approval Number: 0960-0554 (expires 12/31/10), at http://www.ssa.gov/
international/AgreementPamphlets/canada.html.
311. Cathy must file a Form 940 or Form 940-EZ, Employer's Annual Federal Unemployment
(FUTA). I.R.S. Pub. 515, 25, Withholding of Tax on .Nonresident Aliens and Foreign Entities.
Exemptions include wages paid to students, teachers, researchers, trainees, and other nonresident
aliens in F-1,J-1, M-1, or Q non-immigrant status.
312. See supra text accompanying notes 133-34 (explaining that PE is required for the host
country to tax). If the gross income of a nonresident alien includes income excluded under an
income tax treaty, a statement, Form 8233, must be attached to the return on Form 1040NR.
313. I.R.C. §§ 1, 61-63. See supra note 286 (providing a de minimis exception to the sources
rules for personal services performed in the United States).
314. I.R.C. §§ 162, 873(a).
315. Id. § 873(b).
316. Id. §§ 165(c)(2)-(3),873(b)(1).
317. Id. §§ 170, 873(b) (2).
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deductions must be itemized in computing taxable income.318 All
deductions and credits are denied to nonresident aliens who fail to file
a return.3 19
U.S. taxpayers may claim a personal exemption and additional
exemptions for dependents who meet age, gross income, support, and
relationship tests.3 20 Nonresident aliens, however, may claim only one
personal exemption and no additional personal exemptions for dependents.3 2 1 Fortunately for Cathy's employees, if the individual is a
resident of Canada or Mexico, a personal exemption is allowed for a
spouse and any dependents that meet the dependency tests.3 22 Personal exemptions must be prorated on a daily basis for the period
during which the personal services are performed within the
3 23
United States.
The filing requirements and procedures applicable to nonresidents
are very different from those applicable to U.S. citizens and residents. 3 24 U.S citizens and residents are not required to file an annual
tax retuirn if their total income for the taxable year is below a certain
amount determined by their filing status.3 25 However, every foreign
alien who is subject to U.S. taxation is required to file a complete and
3 26
accurate tax return.
The filing requirement applicable to a nonresident alien depends on
whether the individual is engaged in a trade or business in the United
States. With certain exceptions, a nonresident alien who is not engaged
in a trade or business in the United States is not required to make a
return if any tax liability is satisfied by the withholding of tax at the
32 7
source.
A nonresident alien who is performing personal services is engaged
in a trade or business in the United States and therefore is required to
file a U.S. tax return even though the nonresident alien has no income
effectively connected with a trade or business in the United States, has
no income from sources in the United States, or has income that is

318. Id. § 63(c) (6) (B).
319. Id. §874(a).
320. Id. §§ 151, 152. A personal exemption may be claimed for a spouse if the spouse has no
gross income and is not claimed as a dependent on another U.S. taxpayer's return. Id. § 151 (b).
321. Id. § 873(b) (3).
322. Id.
323. Treas. Reg. § 1.873-1.
324. SeeI.RC. § 6012(a).
325. Id.
326. Id.
327. Treas. Reg. § 1.6012-1 (b) (2).
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exempt from tax under the IRC or an income tax treaty. 328 Some relief

from this filing obligation may be available to an employee who earns
less than the amount of one personal exemption as U.S. source
wages.32 9
As an employer, Cathy will be required to withhold income tax on all
compensation for services performed by an employee. 3 Salaries, fees,
bonuses, commissions, pensions and retirement pay constitute wages
within the meaning of.the statute if paid as compensation for services
performed by an employee.3 3 ' Generally, nonresident aliens are subject to FICA on their wages. The employer must deduct these taxes
even if the individual does not expect to qualify for Social Security or
Medicare benefits.33 2
If an employment relation does not exist, Cathy must withhold taxes
at thirty percent on compensation paid if the foreign service provider is
an independent contractor with a PE within the United States and the
payments are income from sources within the United States.33 3 These
amounts are subject to withholding at thirty percent even though the
compensation will ultimately be taxed at graduated rates on taxable
income. 3 4 However, no wage withholding or thirty percent FDAP
withholding is required if the service provider is a U.S. citizen or
resident and an independent contractor.3 3
(c) VWat additionaltax obligations will USCo be subject to if it hires Cathy
as opposed to a U.S. resident service supplier?
(i)

Withholding

If Cathy does not have a PE in the United States, her compensation
for personal services is exempt from U.S. taxation under the CanadaU.S. Treaty. 3 6 If Cathy submits a Form 8233 to USCo, her compensa-

328. Id. § 1.6012-1 (b) (1) (i).

329. I.R.S. Notice 2005-77, 2005-2 CB 951.
330. I.R.C. § 3402(a).

331. Id. § 3401 (a).
332. Rev. Rul. 92-106, 1992-2 C.B. 258.
333. I.R.C. § 1441 (a).
334. Id. § 871(b); Rev. Rul. 70-543, 1970-2 CB 172. Generally, nonresident aliens who are not
receiving compensation as employees are not subject to The Self-Employment Contributions Act
(SECA). I.R.C. § 1402(b).
335. Treas. Reg. § 31.3401(c)-1.
336. See supranotes 144-48 and accompanying text (outlining the requirements under the
Canada-U.S. Treaty for a host country to tax business profits).
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tion will not be subject to the thirty percent withholding tax on FDAP
income.137 USCo is obligated to review the information provided 3by
of its knowledge 38

Cathy for completeness and accuracy339to the best
and then forward the form to the IRS.

Generally, a withholding agent may rely on the documentation
provided by the foreign service provider. 340 However, if the withholding agent knows or has reason to know that any of the facts or assertions
on the Form 8233 are false, or that the eligibility for the exemption
cannot be readily determined, the withholding agent cannot accept the
Form 8233 and is required to withhold.3 4 1 If the Form 8233 is accepted
by USCo for completeness and accuracy, the exemption from withholding becomes effective for payments ten days after a copy of the
accepted Form 8233 is forwarded to the IRS.3 4 2 If the IRS does not
object, USCo may rely on an accepted Form 8233. s ~s However, if USCo
accepts the form and subsequently finds that any facts are false or that
the eligibility for the exemption no longer exists, USCo must inform
the IRS immediately. 344 USCo will be liable for any withholding tax on
any compensation paid after the date of discovery. 45
Notwithstanding a possible exemption under a tax treaty, the result
is often that a withholding agent will withhold under the statutory rules
on payments made to a nonresident alien for services performed within
the United States. Often, the factors on which the treaty exemption is
based may not be determinable until after the close of the tax year. The
foreign service provider must then file a U.S. income tax return to
recover any over-withheld taxes by providing proof of the entitlement
to a treaty exemption. 346

337. SeeTreas. Reg. § 1.1441-4(b) (1) (iv), (b) (2) (ii). A separate Form 8233, Exemption from
Withholding on Compensation for Independent (and Certain Dependent) Personal Services of a
Nonresident Alien Individual, must be filed for each taxable year. Id. § 1.1441-4(b) (2) (i).
338. Seeid. § 1.1441-4(b)(2)(iii).
339. See id. § 1.1441-4(b) (2) (v).

340. See id. § 1.1441-4(b) (2) (iii).
341. Id.
342. Id. § 1.1441-4(b)(2)(i). After USCo reviews the Form 8233 and is satisfied that the
exemption from withholding is warranted, USCo accepts the form by making a certification
signed under penalty of perjury on the Form 8233. Id. § 1.1441-4(b) (2) (iv).
343. Id. § 1.14414(b) (2) (i).
344. Id. § 1.1441-4(b) (2) (iii).
345. Id.

346. See I.R.S. Pub. 515 (Withholding of Tax on Nonresident Aliens and Foreign Entities)
(Apr. 2008). Cathy would file a Form 104ONR, U.S. Nonresident Alien Income Tax Return, or
Form 104ONR-EZ, U.S. Income Tax Return for Certain Nonresident Alien With No Dependents.
See id.

2008]

GEORGETOWN JOURNAL OF INTERNATIONAL LAW

If Cathy is not exempt from thirty percent withholding, USCo is
required to withhold taxes from payments made to Cathy and to make
timely deposits of the taxes to the U.S. government.3 4 7 For failure to
meet these obligations, USCo would be held liable for any tax required
to be withheld. 48 These assessments are increased for penalties provided by the IRC and for interest computed on the taxes and penalties.3 4 9 For willful failure to collect and pay over a withholding tax,
USCo would be subject to a criminal penalty of up to $10,000 and/or
five years imprisonment, plus the cost of prosecution. 350 Again, if USCo
hired a U.S. independent contractor, it would not have any withholding responsibilities. 3 5 '
(ii)

Services performed within or without the United States

Assuming Cathy is not exempt from U.S. taxation under the CanadaU.S. Treaty and is performing services partly within and partly without
the United States, her compensation for the services must be apportioned between U.S. and foreign sources.3 5 2 The method of apportionment is determined on the basis that most correctly reflects the proper
source of income under the facts and circumstances.3 5 3 In many
instances, the facts and circumstances require an apportionment
method reflecting the number of days worked within and without the
United States.

3 54

If Cathy is performing services as an employee, a time method
allocation must be used unless she can establish that, under the facts
and circumstances, an alternate method more properly determines
the source of the compensation. 5 5 The amount of compensation for
labor or personal services performed within the United States determined on a time basis is "the amount that bears the same relation to the

supra note 309, § VI.
348. I.R.C. § 1461; see generally Treas. Reg. § 1.1441-7 (establishing the rules and procedures
for withholding).
349. See I.R.C. §§ 6601 (interest), 6651 (failure to file or pay), 6662 (accuracy related), 6663
(fraud), 6672 (failure to collect and pay over). SeeI.R.S. Pub. 505 (Tax Withholding and Estimated
Tax) (Feb. 2008); I.R.S. Pub. 515 (Withholding of Tax on Nonresident Aliens and Foreign
Entities) (Apr. 2008).
350. See generally I.R.C. §§ 7201-16 (providing criminal sanctions to violations of the IRC).
351. USCo would simply file Form 1099-MISC, Miscellaneous Income, for workers who
receive compensation of more than $600 during the year.
352. I.R.C. § 863(b) (1).
353. Treas. Reg. §§ 1.861-4(b) (1), -(2) (i).
354. Id. § 1.861-4(b) (2) (ii) (E).
355. Id. § 1.861-4(b) (2) (ii) (A), (C).
347. SINGER,
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individual's total compensation as the number of days of performance
of the labor or personal services by the individual within the United
States bears to his or 3her
total number of days of performance of labor
56
or personal services."

Hypothetical 2
Assume Cathy earns income in the United States through a PE in the
United States.
As stated, the Business Profits article of the Canada-U.S. Treaty
provides that income is taxable by the nonresident country only if the
foreign service provider is carrying on a business in the host country
through a PE.3 57 Under the Canada-U.S. Treaty, Cathy has a PE if she
has a fixed place of business in the United States through which
business is carried on, 5 8 including a place of management, an office,
or a branch.3 59 A building site or construction project constitutes a PE
only if it lasts more than twelve months. 360 If, as in the last hypothetical
example, Cathy hires employees and subcontractors, she may have
established a PE in the United States.3 61
Of particular concern, under the Fifth Protocol to the Canada-U.S.
Treaty, Cathy is deemed to have a PE in the United States if she is
present in the United States providing services for a period aggregating
183 days or more in any twelve-month period and, during that period,
more than fifty percent of the gross active business revenues of the
activity consists of income derived from services performed in the
United States. 3 6 2 Cathy is also deemed to have a PE in the United States
if the services are provided in the United States for a period aggregating 183 days or more in any twelve-month period, and are with respect
to the same or a connected project for customers who are either

356. Id. § 1.861-4(b)(2) (ii) (E). The Treas. Regs. establish a presumption that the relevant
time period for allocation purposes is the calendar year. Id.
357. See supra notes 144-48 and accompanying text (establishing the rules for the taxation of
business profits).
358. Canada-U.S. Treaty, supra note 24, art. V(1).
359. Id. art. V(2).
360. Id. art. V(3).
361. No universal treaty notion of a PE exists as the specific elements of a PE vary from treaty
to treaty. In the U.S. Model Treaty, the threshold for the taxation of business profits is high
because the United States, as a policy matter, favors taxation by the country of residence rather
than the country of source. JOSEPH ISENBERGH, FOUNDATIONS OF U.S. INTERNATIONAL TAXATION (Tax
Management Inc. 2001).
362. Canada-U.S. Treaty, supra note 24, art. V(9) (a), amended by art. 3(2) of the Fifth
Protocol; see supra notes 140-43 and accompanying text.
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residents of Canada or maintain a PE in Canada (and the services are
provided in respect of that PE) .363 It is important to note that the new
services PE rule does not apply to construction sites and installation
projects that involve the performance of services and, therefore, the
rule is possibly 64
not applicable to the services performed by Cathy in the
3
United States.
In the first situation, if Cathy is physically present in the United States
performing services for other persons as a sole proprietor for the
requisite period, and more than fifty percent of the project's gross
active business revenue for the period during which Cathy is present in
the United States consists of the income from the services performed
by her in the United States, then Cathy is deemed to have a PE in the
United States. 365 If Cathy is performing services in the United States for
other persons as an employee of a foreign corporation, partnership, or
sole proprietorship, then under the new services PE rule, the foreign
entity is deemed to have a PE if Cathy is present in the United States for
the requisite period and fifty percent or more of the foreign entity's
gross revenue from active business for the period during which Cathy is
present in the United States is attributable to the services performed by
her in the United States.3 66
The second situation applies if services are actually provided for the
requisite period regarding the same project or connected projects 36 7
and the services are provided to customers who are residents of the
United States or to nonresidents who have a PE in the United States
and the services are provided regarding that PE. 36 8 For this service PE
rule to apply, it is not necessary that the same individual provide
services for the entire 183-day period. It is only necessary that some
individual, employees, or other personnel provide services in the

363. Canada-U.S. Treaty, supra note 24, art. V(9) (b), amendedby art. 3 (2) of the Fifth Protocol.

364. Id. art. V(9), amended by art. 3 (2) of the Fifth Protocol.
365. Id. art. V(9) (a), amended by art. 3(2) of the Fifth Protocol; seeArnold, supranote 162, at
193-196 (analyzing the first aspect of art. V(9) of the Canada-U.S. Treaty).
366. Id.; seeArnold, supra note 162, at 196-99 (analyzing the second aspect of art. V(9) of the
Canada-U.S. Treaty).
367. As clarified by the diplomatic notes to the Fifth Protocol, projects are considered
connected if they constitute a coherent whole commercially and geographically. Diplomatic
Notes: Annex B to the Convention (Sept. 21, 2007) availabe at http://www.fin.gc.ca/treaties/
US_AnnexBe.html.
368. Canada-U.S. Treaty, supra note 24, art. V(9), amended by art. 3(2) of the Fifth Protocol;
Arnold, supra note 162.
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United States for the 183-day period. 6 9
If Cathy carries on business in the United States through a PE, then
under the Business Profits article of the Canada-U.S. Treaty, Cathy is
subject to the U.S. income tax. T As a result, the thirty percent gross
withholding tax on FDAP income applies to the personal service
income earned by Cathy as an independent contractor in the United
States.3 71 The withholding requirement applies regardless of the fact
that the income is effectively connected with the trade or business of
providing personal services3 7' and regardless of the fact that Cathy is
engaged in a trade or business requiring the payment of U.S. tax at
progressive rates on taxable income.3 73 In addition to the withholding
tax, Cathy is required to file a return and either pay any additional tax
owed or obtain a refund of excess withholding.3 74 To avoid underpayment penalties, Cathy may be required to make estimated payments.3 75
The withholding mechanism that applies to a nonresident alien's
compensation for non-employee services differs from the mechanism
that applies for most items of FDAP income. Normally, a tax rate of
thirty percent is imposed on the gross amount received, and the
withholding satisfies the applicable tax liability. However, in the case of
compensation income, the tax liability cannot be determined without
reference to allowable deductions and exemptions and the allocation
of progressive rates. The nonresident alien is expected to file a return
and either pay additional taxes owed or obtain a refund of the excess
withholdings.3 76

369. If multiple individuals are performing services on any particular day, that day is only
counted as a single day. Canada-U.S. Treaty, supra note 24, art. V(9), amended by art. 3(2) of the
Fifth Protocol; Arnold, supranote 162.
370. Canada-U.S. Treaty, supra note 24, arts. V, VII; see supra notes 144-48 and accompanying text.
371. I.R.C. §§ 871 (a), 1441 (a); Treas. Reg. § 1.1441-4 (b) (1). Non-employee compensation
must be reported by the withholding agent to the recipient on a Form 1099-MISC. Cathy would
file a Form 1040NR and attach a Form 8233.
372. I.R.C. §864(b)(1).
373. Id, §§ 864(b) (1), 871(b), 1441 (c)(1).

374.. Rev. Rul. 73-107, 1973-1 C.B. 376 (amplifying Rev. Rul. 70-543, 1970-2 C.B. 172).
Nonresident taxpayers who have filed income tax returns may claim refunds for excessive
withholding on Form 843, Claim for Refund and Request for Abatement. Special Ruling,June 13,

1958, 586 CCH 1 6559.
375. I.R.C. § 6654. See I.RS. Pub. 505 (Tax Withholding and Estimated Tax) (Feb. 2008). If
income is generated from which no, or not enough, U.S. tax is withheld, a Form 1040-ES(NR),
U.S. Estimated Tax for Nonresident Alien Individuals, must be filed.
376. GUSTAFSON, PEiRON, & PUGH, supra note 39,

376.
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Compensation subject to the thirty percent withholding tax is reduced by the annual personal exemption amount.177 Generally, nonresident aliens are limited to one personal exemption; however, Cathy, a
resident of Canada, is entitled to the same exemptions as U.S. citizens.3 78 The personal exemption must be prorated on a daily basis for
the period during which the personal services are performed. 7 9
Relief from the thirty percent gross withholding tax may be obtained
from the IRS. Cathy may be wholly or partially exempt from withholding at the thirty percent rate if she can reach an agreement with the
IRS.3 81 0 The agreement is effective for all payments made after the
agreement is executed.181 Cathy must agree to timely file an income tax
return for the tax year. 8 2
The final payment for the tax year of compensation for independent
personal services through a PE may be exempt from withholding.
Cathy can obtain the exemption by presenting USCo a letter from the
IRS stating the amount of compensation subject to the exemption and
the amount that would otherwise have been withheld from the final
payment.38 3 Ordinary and necessary business expenses may be taken
into account if sufficiently substantiated to the satisfaction of the
IRS.3 84 A copy of the letter must be attached to Cathy's income tax
return for the taxable year for which the exemption is effective.3 8 5
Partnerships are not separate taxpayers under U.S. tax law. The income
tax consequences of operating in the partnership form are attributed to
the respective partners under the terms of the partnership agreement and
the provisions of the IRC. M 6 Consequently, if Cathy is a partner in a
partnership, the U.S. income tax consequences of operating in the partnership form are attributed to her and not to the partnership.
In international transactions, whether the partner is a U.S. person or
a foreign person determines for each partner which international tax
rules apply to the income generated. The income of a U.S. partner-

377. Treas. Reg. § 1.1441-4(b) (6) (i).
378. Id. § 1.1441-4(b) (6) (ii). Residents of Canada, Mexico, and Korea may be eligible for the
same exemptions as U.S. citizens. Id.
379. Id. § 1.1441-4(b) (6) (i).
380. Id.

381. Id.
382. Id. § 1.1441-4(b) (3).
383. Id. § 1.1441-4(b) (4) (i).
384. Id. § 1.1441-4(b) (4) (iii).
385. Id.
386. I.R.C. §§ 701, 702, 704. LLCs organized under U.S. law or foreign law are treated as
partnerships for U.S. tax purposes. Id. §§ 702, 704.

54
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ship 387 engaged in a U.S. trade or business will be attributed to a
foreign partner and will be taxed to the foreign partner as if the foreign
partner were conducting the U.S. trade or business.38 8 The partnership
is required to withhold tax on the partnership net income effectively
connected with a U.S. trade or business that is allocable to a foreign
partner share at the highest individual marginal tax rate. 389 A partnership need not file a partnership return if it does not engage in a U.S.
trade or business and does not have U.S. source income.3 9 °
American states are not bound by tax treaties and are becoming
more aggressive in discovering and pursuing non-filers within their
jurisdictions.3 9 ' The threshold for the jurisdiction of a particular state's
income tax laws is minimum contact, or "nexus," with the state.
Generally, nexus requires a physical presence within the taxing jurisdiction through people or assets. The factors used by states to determine
whether a nexus exists include such business activities within the state
as the solicitation of services, the performance of services, or the
performance of services by employees or independent contractors.3 9 2
As each state has its own nexus standard, a determination must be
made for each state in which Cathy is performing services.
As a result, even though Cathy may not be subject to U.S. income tax,
state income tax may apply. Further, depending on the activity within
the state, a foreign person may be subject to different types of state
taxes, including franchise tax, sales and use tax, and excise taxes.3 93 A
deduction is allowed for state and local personal property taxes, and
state, local, and foreign real property and income taxes. 94
Hypothetical 3
Assume Cathy incorporates her business in the United States.
If Cathy incorporates her business in Canada, the thirty percent

387. A partnership is a U.S. partnership if it is organized in the United States under federal
or state law. Id. § 7701 (a) (4). A partnership is foreign if not domestic. Id. § 7701 (a) (5).
388. Id. § 875 (1). A U.S. partner in a foreign partnership will also be taxed immediately on its
share of the entity's income. Id. § 61.
389. Id. § 1446(a), (b). The partnership must file a Form 8805, Foreign Partner's Information Statement, and a Form 8813, Partnership Withholding Tax Payment.
390. Treas. Reg. § 1.6031-1 (d) (1).
391. Cross Border Tax Services Ltd., http://www.crossbordertax.com (last visited Nov. 3,
2008).
392. Id.
393. Id.
394. I.R.C. § 164(a).
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withholding requirement is imposed on compensation paid to a foreign corporation for services rendered in the United States.3 95 However, withholding is waived if the foreign corporation files a withholding certificate with the withholding agent asserting that the income is
effectively connected with a U.S. trade or business.39 6 The relaxation of
the withholding requirement for foreign corporations presumably
reflects greater confidence by the U.S. Congress and the U.S. Treasury
that income obligations will be satisfied
by foreign corporations operat3 97
ing branches in the United States.
A foreign corporation engaged in a U.S. trade or business at any time
during the tax year is required to file a tax return. A return must be
filed even though the foreign corporation has no effectively connected
income, has no U.S. source income, or the foreign corporation's
income is exempt from U.S. tax under the Canada-U.S. Treaty. 398 A
foreign corporation that does not have effectively connected income
but does have FDAP income must also file a tax return. Unless its tax
liability for the tax year is fully satisfied by the thirty percent withholding tax, 399 a foreign corporation engaged in a U.S. trade or business
40 0
must make quarterly estimated tax payments of its tax liability;

however, no estimated tax payments are required with respect to the
branch profits tax.4
If Cathy incorporates in any state of the United State,40 2 the corporation will be taxed on its worldwide net income at corporate tax rates:
fifteen percent on the first $50,000 of taxable income, thirty-four
percent on taxable income above $75,000, and thirty-five percent on
taxable income above $10,000,000.403 The noncorporate shareholders
of the corporation will be taxed on dividends distributed by the

395. Id. § 1442(a). Generally, the withholding tax is not required on payments to foreign
corporations for income effectively connected with the conduct of a U.S. trade or business. Id.
§ 1441 (c). However, the withholding of tax must be made if 25% or more of the stock of the
foreign corporation, at some time during the tax year, is owned by the individual who has
performed the services called for under the contract. Id. § 543(a) (7); Treas. Reg. § 1.1441-4(a) (1).
396. I.RC. § 1442(b); Treas. Reg. § 1.1441-4(a).
397. GUSrAFSON, ETAL., supranote 39, 4170.
398. Treas. Reg. § 1.6012-2(g) (1) (i). A foreign corporation must file a true and accurate
Form 1120-F in a timely manner in order to claim deductions or credits. Id § 1.882-4(a) (2).
399. Id. § 1.6012-2(g) (2).AForm 1120-F must be filed.
400. I.R.C. § 6655.
401. Treas. Reg. § 1.884-1 (a). See infra notes 416-18 and accompanying text (describing the
branch profits tax).
402. .R.C. § 7701(4).
403. Id. §§ 11, 66.
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corporation at the capital gains rate of fifteen percent. 40 4 The thirty
percent withholding tax on dividends paid to nonresident aliens40 5 is
reduced to a fifteen percent maximum under the Canada-U.S.
Treaty.4 °6 State income taxes may also add an additional tax burden on
the corporation.40 7
As Cathy is a shareholder, the corporation cannot elect to be taxed as
a small business corporation (S corporation).40 8 Generally, S corporations are not subject to tax, 4°0 with the shareholders of the S corporation taking into account a pro rata share of the S corporation's income
or loss for the tax year. 410 A corporation may elect 411 S corporation
status only if: (1) the corporation is a domestic corporation that has no
more than 100 shareholders; (2) the shareholders of the corporation
are only individuals, estates, or certain types of trusts and tax-exempt
organizations; (3) the corporation does not have more than one class
of stock; and (4) no nonresident aliens are shareholders.41 2 Cathy, a
foreign service provider, cannot take advantage of this preferential
treatment and, therefore, will be operating at a disadvantage compared
to service providers selecting the corporate form of doing business
'without nonresident owners.
If Cathy's engineering business is incorporated in Canada, she will
have to decide whether to operate in the United States as a U.S.
subsidiary or through a branch. As discussed, U.S. corporations are
subject to relatively low rates of tax on net income; 4 13 however, the
dividends paid to the Canadian parent by the U.S. subsidiary will be
subject to a thirty percent withholding tax.4 1 4 Fortunately, the CanadaU.S. Treaty reduces the withholding rate from thirty percent to a

404. Id. § 1(h) (11). A 15% rate, and 5% rate for taxpayers in the 10% or 15% rates, applies to
eligible dividends received fromJanuary 1, 2003, through December 31, 2010. A 0% rate applies
to taxpayers in the 10% or 15% rates for the tax years 2008, 2009, and 2010. The reduced rates will
expire for tax years beginning after December 31, 2010. Tax Increase Prevention and Reconciliation Act of 2005, Pub.L. No. 109-222, 120 Stat. 345;Jobs and Growth Tax Relief Reconciliation Act
of 2003, Pub. L. No. 108-27, 117 Stat. 752.
405. I.R.C. §§ 871(a), 1441.
406. Canada-U.S. Treaty, supra note 24, art. X(2) (b).
407. See, e.g., Cross Border Tax Service Ltd., Doing Business in the U.S., http://
www.crossbordertax.com/canco.html.
408. I.R.C. § 1361(b) (2).
409. Id. § 1366(b).
410. Id. § 1366(a).
411. Id. § 1361(a).
412. Id. § 1361(b) (2).
413. Id. §§ 11, 63(a).
414. Id. §§ 881(a), 1442.
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maximum rate of five percent if the shareholder is a Canadian corporation owning at least ten percent of the voting stock of the U.S.
subsidiary.4 15
Alternatively, Cathy could operate as a branch in the United States.
As a branch, the foreign corporation will be subject to two taxes by the
United States on the business conducted within the United States. First,
the foreign corporation will be taxed at normal rates on income
effectively connected with the engineering business conducted within
the United States,4 16 and second, the branch profits tax of thirty
percent will be imposed upon the Canadian corporation on the
deemed repatriation of profits by a U.S. branch of a foreign corporation.4 1 7 Fortunately, the branch profits tax
cannot exceed five percent
41 8
pursuant to the Canada-U.S. Tax Treaty.

Upon the liquidation of a corporation, the IRC provides for the
nonrecognition of gain or loss upon the liquidation of a subsidiary into
its parent. 419 If the U.S. corporation is a subsidiary of a Canadian
corporation, the U.S. subsidiary will be denied nonrecognition treatment upon liquidation into its foreign parent. 420 An exception applies
if the property distributed is used by the foreign parent in a U.S. trade
or business for ten years after the date of distribution.4 2 ' Under this
exception, the foreign parent must recognize and report gain upon
422
disposition of the distributed property within the ten-year period.
The rationale for the exception is that any income generated and

415. Canada-U.S. Treaty, supra note 24, art. X(2), amended by art. 5 (1) of the Fifth Protocol.
Pursuant to the Fifth Protocol, partners and members of a U.S. partnership or LLC (treated as a
partnership for U.S. federal tax purposes) will be treated as directly receiving dividends and
owning the stock on which the dividends are paid. Id.
416. I.R.C. §§ 871 (b), 872.
417. Id. § 884.
418. Canada-U.S. Treaty, supra note 24, art. X(6).
419. I.R.C. §§ 332(b) (1), 337(c), 1504(a) (2). To qualify, the parent corporation must own at
least 80% of the total voting power and total value of the stock of the liquidating corporation. Id.
§ 337(c). The parent corporation must own the stock of the liquidating corporation from the date
of adoption of the plan of liquidation until the receipt of the property and the complete
liquidation must occur within a single taxable year or be part of a series of distributions completed
within three years. Id. § 332(b).
420. Id. § 367(e) (2); Treas. Reg. § 1.367(e)-2(b) (1) (i). However, the Treas. Regs. contain an
overall loss limitation rule which limits the recognition of losses on assets distributed to the
amount of gain recognized on other assets. Treas. Reg. § 1.367(e)-2(b) (1) (ii) (B).
421. Treas. Reg. § 1.367(e)-2(b) (2) (i).
422. Id. § 1.367(e)-2(b) (2) (i) (E) (1). The distributing U.S. corporation is not taxed retroactively on the gain recognized on the disposition. Id.
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appreciation realized 42 3 on the property received by the foreign parent
upon the liquidation of the U.S. subsidiary will continue to be subject
to U.S.

tax.424

As in Canada, the decision made by U.S. businesses as to the location
of activities and, correspondingly, where services are to be provided,
may be influenced by tax incentives. The United States has long
provided export-related benefits through its tax laws. 4 2 5 The American

Jobs Creation Act of 2004 enacted section 199 of the IRC which
provides a deduction for income attributable to domestic production
activities for years beginning after 2004.426 IRC section 199 allows C
corporations, S corporations, partnerships, sole proprietorships, cooperatives, estates, and trusts 4 2 7 to claim a deduction equal to a percentage of the income earned from qualified production activities undertaken in the United States. 428 However, in no event can the deduction
exceed 50% of the W-2 wages of an employer for the tax year.4 29
Not surprisingly, this deduction is tied closely to measurable performance in the United States. More specifically, "qualified production
activities income" is the domestic production gross receipts of the
business, reduced by the cost of goods sold, and direct, plus a ratable

423. See I.R.C. § 334(b) (providing for a carryover basis in any property received by a
corporate distributee in a complete liquidation to which nonrecognition applies).
424. GUSTAFSON, PERONI, & PUGH, supra note 39,

10,100.

425. See generallyBackground and Historyof the Trade DisputeRelating to the Prior-LawForeignSales
CorporationProvisionsand the Present-LawExclusionfor ExtraterritorialIncome and a Description of these.
Rules, 107th Cong. (2002) (available at www.intltaxlaw.com/OUTBOUND/FSC/x-10-02.pdf).
426. American Jobs Creation Act of 2004, Pub. L. No. 108-357, § 102, 118 Stat. 1418 (2004).
The repeal of the Extraterritorial Income (ETI) regime is generally effective for transactions
occurring after December 31, 2004, with a two-year phase out of the ETI benefits. Id. § 101 (d).
427. For partnerships, S corporations, estates, trusts, or other pass-thru entities, the U.S.
production activities deduction is generally determined at the partner, shareholder or similar
level by taking into account the proportionate share of qualified production activities income of
the entity. I.R.C. § 199 (d) (1)(A). For the purposes of the U.S. production activities deduction, all
members of an affiliated group, as defined, are treated as a single corporation. Id. § 199(d) (4) (A).
428. American Jobs Creation Act § 102. The deduction is computed as a percentage of the
lesser of: (1) the qualified production activities income of the taxpayer for the tax year; or (2)
taxable income determined without regard to this deduction for the tax year. The percentage is
three percent for the tax years beginning in 2005 and 2006, six percent for taxable years
beginning in 2007 through 2009, and nine percent thereafter. I.RC. § 199(a).
429. I.R.C. § 199(b) (1). The deduction cannot exceed fifty percent of the "W-2 wages" of an
employer which are wages and elective deferrals paid by the taxpayer for the employment of
employees and properly included in a return filed with the Social Security System. W-2 wages do
not include the salary of sole proprietors, partners, and independent contractors. See Treas. Reg.
§1.199-2(a) (1); Temp. Treas. Reg. §1.199-2(e), Rev. Proc. 200647,2006-45 I.R.B. 869, applicable
to years after October 18, 2006 (discussing the W-2 wage limitation).
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portion of indirect, expenses and losses. 430 The taxpayer's "domestic
production gross receipts" are gross receipts derived from any sale,
exchange, lease, rental, license, or other disposition of: (1) qualified
production property43 1 that was manufactured, produced, grown or
extracted by the taxpayer in whole, or in significant part, within the
United States; (2) any qualified film produced by the taxpayer; 432 or
(3) any sale, exchange or other disposition of electricity, natural gas, or
potable water produced by the taxpayer within the United States.
Of particular interest for foreign service providers is the fact that
domestic production gross receipts also include two categories of
activities specifically related to production projects: (1) the active
conduct of the trade or business of constructing real property performed in the United States; 43 3 and (2) engineering or architectural
services performed in the United States for construction projects in the
United States. 43 4 "Construction" is defined as activities and services
relating to the construction and erection of real property in the United
States, 435 and "activities constituting construction" include activities
performed in connection with a project to erect or substantially renovate real property. 43 6 "Real property" is broadly defined to include
buildings and their structural components. 43 7 Of course, as Cathy is
providing engineering services in the United States for construction
-projects in the United States, the domestic production deduction may
be of benefit.

430. I.R.C. § 199(c) (1)-(3).

431. The term "qualifying production property" means tangible personal property, any
computer software, and any sound recording. Id. § 199(c) (5). Sound recordings are included in

the definition of qualified production property. Id. §§ 168(f) (4), 199(c) (5) (C).
432. A "qualified film" is a motion picture or videotape if at least fifty percent of the total
compensation relating to the production is compensation for services performed in the United
States by actors, production personnel, directors, and producers. Id. § 199(c) (6).

433. Id. § 199(c) (4) (A) (ii); Treas. Reg. § 1.199-3(m).
434. I.R.C. § 199(c)(4) (A) (iii); Treas. Reg. § 1.199-3(n). The term "domestic production
gross receipts" does not include gross receipts derived from: (1) the sale of food and beverages
prepared by the taxpayer in a retail establishment; (2) the transmission or distribution of
electricity, natural gas, or potable water; .or (3) the lease, rental, sale, exchange, or other

disposition of land. I.R.C. § 199(c) (4) (B).
435. Treas. Reg. § 1.199-3(m) (1) (i).
436. Id. § 1.199-3(m) (2) (i).
437. Id. § 1.199-3(m) (3). Real property includes inherently permanent structures, inherently
permanent land improvements, oil and gas wells, and infrastructure. Id.
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IV.

NON-DISCRIMINATION: THE BoTToM LINE

The trade relationship between Canada and the United States represents the largest bilateral flow of income goods and services in the
world, a flow that no doubt has been facilitated by the trade agreements
to which both countries are signatories. Both countries have also
committed to eliminate barriers to trade in goods and services between
Canada and the United States and to facilitate conditions of fair
competition in the free trade arena.4 3 8 Nevertheless, there can be little
doubt that differences in tax treatment will impact the competitive
position of both Canadian and U.S. service suppliers. Whether the
difference takes the form of a tax preference for domestic service
providers or additional administrative and compliance costs for foreign
service providers, the end result is the same. The foreign service
supplier's ability to compete may be negatively impacted by such tax
measures. The potential harm caused by differences in tax treatment
has been widely recognized in the European Union and addressed
under the Four Freedoms.43 9 However, within the NAFTA bloc, as
trade partners, steps have not been taken to reduce or eliminate these
cross-border obstacles.4 4 °
As illustrated, the domestic tax legislation of both Canada and the
United States contains a host of provisions and administrative practices
that both directly and indirectly provide less favorable tax treatment to
nonresident services and service providers, despite the obligations
assumed under trade agreements. 44 1 However, as discussed, both the
GATS and the NAFTA largely carve out any obligation with respect to
direct taxation, and defer matters of non-discrimination to bilateral tax
treaties." 2 The Canada-U.S. Treaty also fails to provide protection
against tax discrimination in a wide range of circumstances impacting

438. Id.
439. The "Four Freedoms" in European Union law are: 1) the free movement of goods; 2)
the free movement of services and freedom of establishment; 3) the free movement of persons
(and citizenship), including free movement of workers; and 4) the free movement of capital.
These are of prime importance to the Agreement creating the European Economic Area. See
European Commission, Internal Market: General Policy Framework, http://ec.europa.eu/
intemal_market/topjayer/index_en.htm (last visited Nov. 2, 2008).
440. See generally Catherine Brown, Tax Discriminationin the NAFTA Bloc: The Impact of Tax and
Trade Agreements on the Cross-Border Trade in Services 28 Dalhousie L.J. 99 (2005) (discussing the
differential tax treatment and tax discrimination in cross border services).
441. See supraPart III (discussing the taxation of foreign service providers by Canada and the
United States).
442. See supra Part II (discussing direct taxation and non-discrimination under NAFTA and
GATS).
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trade in service and, in particular, nonresident service providers. This
need not remain the case. Selective bilateral concessions can be made
under the tax treaty to provide relief to Canadian and U.S. service
providers, while still protecting tax revenues and trade obligations to
third countries.
The imposition of a gross withholding tax is one example of the
pervasive tax measures that impose a significant burden for the foreign
service supplier. Withholding taxes are an integral part of a sourcebased tax system. The conventional argument is that differences in tax
treatment between residents and nonresidents are necessary in order
to protect the tax base. Nonresidents may be beyond the collection
jurisdiction of the taxing country; thus, withholding taxes are a practical and appropriate response to the factual differences in the circumstances of residents and nonresidents. Inevitably, an element of discrimination will result in the imposition of such measures. A gross withholding
tax may exceed the tax on net income. Lengthy administrative requirements or delays may affect refunds. Withholding of tax may be required
despite an exemption of income under a tax treaty. This has always
been considered a normal cost of cross-border trade. However, it is
difficult to rationalize the continued imposition of withholding taxes
on trade in services between Canada and the United States, particularly
in light of the recent changes to the Canada-U.S. Treaty and to other
international tax conventions to which Canada and the United States
are signatories.
Pursuant to the Fifth Protocol to the Canada-U.S. Treaty, income
443
from the performance of services is now treated as a business profit.

Following the lead of the Organization for Economic Cooperation and
Development (OECD), 4 Canada and the United States agreed that as
a general rule the provision of services should be treated the same as
other business activities.445 Unlike payment for services, no withholding tax is required under either Canadian or U.S. domestic law in
respect of payments that fall within the business profits article." 6 It
follows that there is no longer a justification for the imposition of

443. See supra notes 140-43 and accompanying text (describing when a foreign service
provider is subject to taxation by the host country).
444. See generally OECD, The Tax Treaty Treatment of Services: Proposed Commentary
Changes, http://www.oecd.org/dataoecd/17/27/39920444.pdf.
445. Canada-U.S Treaty, supra note 24; Diplomatic Notes: Annex B.4 to the Convention,
supranote 367.

446. See supraPart III (discussing taxation of foreign services and foreign service providers by
Canada and the United States).

[Vol. 40

TAX DISCRIMINATION AND TRADE IN SERVICES

withholding taxes in respect of the provision of services. The new
challenge for Canada and the United States will be finding a reporting
and, if needed, a collection mechanism that will balance the legitimate
interests of the source country without imposing an unnecessary burden on the foreign service provider.
One option to ensure the collection of tax liabilities is for Canada
and the United States to establish a registration system for cross-border
service providers. Those service providers who register would not be
subject to any different requirements with respect to withholding and
reporting than their domestic counterparts. In return, they would
agree to enforcement and collection through their own government's
tax collection mechanisms should they fail to remit in the other
country. 44 7 Even this additional step may not be necessary.
Both Canada 448 and the United States44 9 are signatories to the
Council of Europe Convention on Mutual Administrative Assistance in
Tax Matters. 450 The Convention, which covers direct and indirect
taxes, allows tax administrations in participating countries to exchange
information; engage in multilateral, simultaneous tax examinations;
and assist with tax collection. This Convention allows the Parties to
develop administrative cooperation covering all compulsory taxes and
allows both Canada and the United States to tailor the extent of their
obligations. Once Canada ratifies the Convention, the Convention may

447. This would require some changes to the assistance in collection provisions of the
Canada-U.S. Treaty. Currently, the articles do not allow the United States or Canada to request
collection by the other country against taxpayers who were its own citizens or resident corporations at the time the tax liability was incurred. The parties may also want to consider the expanded
recognition and use of reciprocal enforcement of judgments legislation to collect. See generally
Canada-U.S. Treaty, supra note 24, arts. XXV(Mutual Agreement), XXVIA(Assistance in Collection), XXVI(Exchange of Information) (providing a structure for cooperation in enforcement
between Canada and the United States).
448. Canada signed the agreement on April 28, 2004. See http://www.cra- arc.gc.ca/nwsrm/
rlss/2004/m04/0429ttw-eng.html. It is not yet ratified.
449. The agreement entered into force in the United States 1/04/1995. See http://
conventions.coe.int/Treaty/Commun/ChercheSig.asp?NT= 127&CM = 1&DF= &CL=ENG.
450. The Convention was developed by the Council of Europe and the OECD to promote
international cooperation for better operation of national tax laws, while respecting the fundamental rights of taxpayers. The Council of Europe/OECD Convention on Mutual Administrative
Assistance in Tax Matters, Jan. 25, 1988. The Convention was opened to signature by member
states of the Council of Europe and the OECD on Jan. 25, 1988. Azerbaijan, Belgium, Denmark,
Finland, France, Iceland, Italy, the Netherlands, Norway, Poland, Sweden, the United Kingdom
and the United States are parties to the Convention. Canada and Ukraine have signed the
Convention but are still in the process of ratification. Status of the Convention on Mutual
Administrative Assistance in Tax Matters, http://www.oecd.org/dataoecd/53/51/2500002.pdf.
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provide sufficient machinery to assure revenue authorities that the
withholding tax between Canada and the United States in respect of
payment for the performance of services is no longer necessary.
If changes are to be made in respect of the imposition of withholding
tax, the obvious place to make them is in the Canada-U.S. Treaty. More
favorable tax treatment can be provided in this forum without compromising trade obligations or requiring extension of similar benefits to
other trade partners. As discussed, differences in tax treatment provided in the Canada-U.S. Treaty are exempt from the MFN requirements in both the WTO Agreement and the NAFTA. 4 51 The Canada-

U.S. Treaty already contains a number of unique features in recognition
of the trade relationship, including both the Assistance in Collection
and Exchange of Information articles.45 2 It would not be a difficult a
task to add additional provisions to reduce or eliminate some of the
more egregious provisions that negatively impact cross-border trade,
beginning with gross withholding tax on payments for trade in services.
V.

CONCLUSION

Trade agreements have done little to ensure non-discrimination in
respect of taxation and trade in services. As discussed, both the WTO
Agreement and the NAFTA avoid the requirement to provide NT and
MFN treatment to service providers in tax matters by either carving
broad exemptions or providing for the supremacy of tax treaties over
tax matters. This may be at substantial cost to Canadian and U.S.
services and service providers and is clearly an issue that should be
more closely addressed between the trade partners. The obvious solu-

451. GATS, supra note 9, art. XIV.
452. Canada-U.S. Treaty, supra note 24, arts. XXVIA. (Assistance in Collection), XXVI
(Exchange of Information). In respect of the assistance in collection provisions the following
explanation was provided. "Of critical importance was the similarity between the laws of the
United States and Canada. The Internal Revenue Service, the justice Department, and other U.S.
negotiators were reassured by the close similarity of the legal and procedural protections afforded
by the Contracting States to their citizens and residents and by the fact that these protections apply
to the tax collection procedures used by each State. In addition, the U.S. negotiators were
confident, given their extensive experience in working with their Canadian counterparts, that the
agreed procedures could be administered appropriately, effectively, and efficiently. Finally, given
the close cooperation already developed between the United States and Canada in the exchange
of tax information, the U.S. and Canadian negotiators concluded that the potential benefits to
both countries of obtaining such assistance would be immediate and substantial and would far
outweigh any cost involved." U.S. Treasury, Technical Explanationto the 3 1dProtocol (1980), reprinted
in FRASER MU.NER CASGRAIN, CANADA-US. TAX TREATY WrTH TECHNIcAL EXPLANATONS 220-21
(2005).
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don is to complement the NAFTA with further tax integration efforts
that do not impose significant constraints on tax policies of the NAFTA
Parties. This has proven to be a significant challenge to date. Another
approach within the broader international framework is to expand the
Non-Discrimination article in the Canada-U.S. Treaty. Kees Van Raad
offers the following observations: In his view, the primary goal of the
Non-Discrimination article is not to avoid double taxation, "but to
reflect the political choice of the contracting states to create as source
countries a level playing field in respect of taxation for residents of the
other country."45 3 It is time for the Canada-U.S. Treaty to reflect the

political choice to level the playing field for each other's service
providers.

453. Kees Van Raad, Non-discriminationin taxation of cross border income under the OECD Model
and EC Treaty rules-a concise comparison and assessment, in A TAx GLOBALIST: ESsAyS iN HONOUR OF
MAARTENJ. ELLIs 137, 137 (Henk van Arendonk, Frank Engelen & SjaakJansen eds., 2005).
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